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IBC CORPORATE INFORMATION 


Corporate Profile 

Western Oil Sands Inc. (“Western”) is a Canadian corporation whose vision is to create 
shareholder value through the opportunity capture and development of large, world-class 
hydrocarbon resources. Western’s primary asset is its 20 per cent undivided ownership interest 
in the Athabasca Oil Sands Project (“AOSP”). Western is also pursuing initiatives related to 
in-situ and technology development as well as downstream integration opportunities. 
WesternZagros Limited (“WesternZagros”), a wholly-owned subsidiary of Western, holds an 
Exploration and Production Sharing Agreement (“EPSA”) to explore for conventional oil and 


gas in the Federal Region of Kurdistan in Northern Iraq. 


Western’s common shares trade on the Toronto Stock Exchange under the symbol WTO. 


Annual General Meeting 
The Annual General Meeting of the shareholders of Western will be held on Tuesday, June 12, 2007 
at 3:30 pm at the Metropolitan Centre, Calgary, Alberta. 


ao 


OUR VALUE PROPOSITION 


WESTERN ‘IS AN ENTREPRENEURIAL, VALUE-DRIVEN ORGANIZATION. AS WE PURSUE OUR KEY STRATEGIC 
INITIATIVES — THE ATHABASCA OIL SANDS PROJECT, IN-SITU DEVELOPMENT, DOWNSTREAM INTEGRATION AND 
THE KURDISTAN OIL OPPORTUNITY - WE SEE SIGNIFICANT OPPORTUNITY AND GROWTH POTENTIAL AHEAD 
OF US. THROUGH BOTH MINING AND IN-SITU DEVELOPMENT, WESTERN’S PRODUCTION PROFILE COULD EXCEED 
200,000 BARRELS PER DAY IN THE NEXT 15 TO 20 YEARS. THESE ARE TREMENDOUS NUMBERS AND FEW 
COMPANIES CAN ENVISION THIS LEVEL OF GROWTH. WESTERN IS ONE SUCH COMPANY. IN OUR EXECUTION OF 


THESE INITIATIVES, CREATING AND MAXIMIZING VALUE FOR OUR SHAREHOLDERS IS OUR ULTIMATE PRIORITY. 


THE ATHABASCA OIL SANDS PROJECT (“AOSP”) 


AS INN ACTIVE PARTICIPANT IN THE AOSP, WESTERN HOLDS AN ENVIABLE LAND POSITION AND ASSET BASE. 


WITH OUR EXISTING BASE OPERATIONS SERVING AS A SOLID FOUNDATION, THE AOSP’S CONTINUOUS 


CONSTRUCTION GROWTH STRATEGY AND OPTIMIZATION INITIATIVES WILL RESULT IN SIGNIFICANT PRODUCTION 


GROWTH FOR WESTERN. 


Western and the other AOSP Joint Venture 
Owners formally sanctioned Expansion 1 in 
the fourth quarter of 2006. Expansion 1 is a 
100,000 barrel per day (20,000 barrel per day net 

to Western) fully integrated expansion of the existing 
AOSP. facilities, with both new oil sands mining 
operations on the east side of Lease 13 and 
associated additional bitumen upgrading at the 
Scotford Upgrader. It also includes the construction of 
common upstream infrastructure that will be sized to 
support future mining expansions. The capital cost 
estimate for Expansion 1 is approximately $11.2 billion 
($2.2 billion net to Western). Synthetic crude oil 
production for Expansion 1 is scheduled to begin in 
late 2010. 


The land base associated with the AOSP 
has grown significantly over the past two 
years, and Western and the other Joint Venture 
Owners plan to drill more than 2,500 core holes 
over the next five years to further define the resource 
potential on the AOSP’s existing and new leases. Given 
this land position, subsequent to year end, Western 
announced future growth plans for the AOSP with 
proposed permit applications to enable production 
through Expansion 5 of the Project. These plans would 
see Western’s mineable production alone increase to 
approximately 154,000 barrels per day. We also see 
potential for mining expansions, beyond Expansion 5, 
based on the resource potential of the unevaluated 
leases associated with the AOSP. 
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THE AOSP IS AN EXCEPTIONAL ASSET. AS.WE EMBARK ON EXPANSION 4; 


IN-SITU AND TECHNOLOGY DEVELOPMENT 


WESTERN’S IN-SITU DEVELOPMENT INITIATIVE GAINED SIGNIFICANT GROUND IN 2006 WITH THE ADDITION OF 


TWO POTENTIAL IN-SITU PROJECT AREAS. IN ADDITION, OVER THE COURSE OF 2006, WESTERN AUGMENTED 


ITS TECHNICAL AND COMMERCIAL TEAM AND THEY HAVE BEEN: INSTRUMENTAL IN DEVELOPING OUR LONG- 


TERM IN-SITU STRATEGY. 


Western has built a sizeable land position which covers 
approximately 21,000 acres with potential for in-situ 
oil sands development. We believe that technology 
differentiation will play a key role in unlocking the 
potential of in-situ resources and our efforts in this 
regard are ongoing. Early stage planning for Western’s 
in-situ leases is underway and includes an evaluation 
drilling program during the winter of 2007. Western will 
continue to add value to this resource position through 
a combination of an ongoing delineation drilling program 
and the development of new in-situ production 
technologies in order to enhance project returns. 

In August.2006, Western announced that it exercised 
its option to participate to its 20 per cent interest in 
Chevron Canada’s (“Chevron”): Ells River Project. 
Western’s participation in this project directly aligns with 
our vision to develop large, long-life hydrocarbon 


resources. The Ells River Project is located approximately 
20 kilometres west of Fort McKay, Alberta in the 
Athabasca oil sands region and comprises 75,000 acres 
of land (15,000 acres net to Western). An appraisal 
drilling program is planned for the 2006/2007 winter 
season on the Ells River Project and will continue. 
in parallel with engineering, processing and other 
technical evaluation work. The results of this program will 
influence the future development strategy and timeline. 

Western’s view is that the Ells River Project could 
contain resources (on a bitumen pay thickness of greater 
than 18 metres) in excess of 7.4 billion barrels 
(approximately 1.5 billion barrels net to Western). Based 
on this estimate, production from the Ells River Project, 
combined with volumes from Western’s in-situ project 
could support in-situ production in excess of 50,000 


’ barrels per day. 
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DOWNSTREAM INTEGRATION 


AS AN OWNER OF THE AOSP, WESTERN HOLDS A 20 PER CENT INTEREST IN THE SCOTFORD UPGRADER. THE 


UPGRADER USES HYDROGEN ADDITION TO UPGRADE BITUMEN FROM THE MUSKEG RIVER MINE INTO A WIDE 


RANGE OF SYNTHETIC CRUDE OILS. WESTERN’S IN-HOUSE MARKETING DEPARTMENT IS RESPONSIBLE FOR 


MARKETING WESTERN’S SHARE OF THE AOSP’S PRODUCED STREAMS. 


Western’s crude oil is marketed directly to refineries 
within North America. We also actively market displaced 
third-party quantities as well as sourcing third-party 
volumes as required. While our upgrading provides 
synthetic crude oil with superior qualities for processing, 
our products lend themselves to blending and 
customizing which can result in significant improvements 
in refinery efficiencies. Western is well-positioned to 
respond to the ongoing changes in the industry, as well 
as meeting our customers’ long-term supply requirements. 

| Expansion 1 of the AOSP includes an expansion of 


the Scotford Upgrader. Beyond Expansion 1, Western. 


is independently evaluating alternative downstream 
solutions with the goal of improving product yields and 
sales price realizations at a lower capital intensity than 
current configurations. To meet these goals, Western is 
committed to a long-term strategy which involves 
commercially-attractive, cost-effective downstream 
integration for upgrading bitumen into light synthetic 
crude oil products. Our overall objective is to utilize our 
extensive and emerging resource and undeveloped 
acreage position, as well as our future oil sands 
production, as a portfolio of key supply source for an 
integrated downstream asset or assets. 
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WESTERNZAGROS: KURDISTAN OIL OPPORTUNITY 


WESTERNZAGROS, A WHOLLY-OWNED SUBSIDIARY OF WESTERN, ENTERED INTO AN EXPLORATION AND 
PRODUCTION SHARING AGREEMENT (EPSA) WITH THE KURDISTAN REGIONAL GOVERNMENT TO EXPLORE 
FOR CONVENTIONAL OIL AND GAS IN THE FEDERAL REGION OF KURDISTAN IN NORTHERN IRAQ. THIS EPSA 


HAS THE POTENTIAL TO PROVIDE WESTERNZAGROS WITH AN EARLY-ENTRY OPPORTUNITY INTO A HIGHLY- 


PROSPECTIVE AREA. 


With Iraqi cabinet approval of the draft 
Federal Oil Law in late February 2007 for 
consideration by the Iraq Council of 
Representatives, WesternZagros’ exploration 
contract was ratified by the Kurdistan Regional 
Government. As part of the ratification process, 
WesternZagros has finalized its EPSA area boundary 
and other key terms to conform to the new petroleum 
legislation that has now been endorsed by the Kurdistan 
Regional Government and the Federal Iraqi Government 
The final EPSA area encompasses 2,120 square 


kilometres (approximately 524,000 acres) and 
holds a number of high potential prospects. 
The Federal Region of Kurdistan, in northern 
lrag, is a largely under-explored area, and is 
considered highly prospective for hydrocarbons. This 
region is administered by the Kurdistan Regional 
Government which has expressed a strong desire for 
foreign expertise and investment. Under the terms of the 
EPSA, WesternZagros will undertake an exploration 
program which will involve geophysical and geological 


. studies followed by an exploratory drilling program. 
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Over the past six years, Western has achieved significant growth as an organization and, in 
step with this growth, the Board of Directors has worked diligently alongside management 
to solidify and execute Western’s long-term strategic plan. In 2006, Western achieved a 
significant milestone with the Board’s approval to proceed with Expansion 1 of the Athabasca 
Oil Sands Project “AOSP”). With this approval, Western announced an 86 per cent increase 
in its proved and probable reserves to 577 million barrels and a best estimate of contingent 
resources of 891 million barrels to total 1.5 billion barrels of reserves and contingent 
resources. This resource base, combined with the potential on our sizeable acreage position, 
resulted in a doubling of Western’s long-range production target to more than 200,000 barrels 
per day from both mining and in-situ development within the next 15 to 20 years. As 
Western converts resources to reserves and production to cash flow, the strategic significance 
and value of our primary asset — the AOSP — is unquestionable. 

The commitment of the Board and the management team to generating strong returns 
for shareholders is evident in a six-year compounded rate of return of 37 per cent. I believe 
our share price appreciation reflects the strength of our primary asset and the financial 
and operating performance of the Company, combined with our focus on delivering value 
for shareholders. 

The Board has been committed to strong corporate governance since inception and 
ensuring that its governance framework supports Western’s primary objective of creating 
and maximizing shareholder returns. This commitment means that, on an ongoing basis, 


the Board reviews and enhances the mandates, policies and practices which govern this 
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organization and ensures that best practices are in place. In addition, the Board and 
management continually work to foster a culture of integrity and transparency — values 
integral to effective corporate governance. 

Over the past year, a couple of changes took place on Western’s Board. Mr. Tullio 
Cedraschi announced his resignation in October 2006 — the date which marked his sixth 
year of service on the Board. I personally want to thank Tullio for his many years of dedicated 
service and wish him well in all his future endeavors. On January 1, 2007, we welcomed 
Mr. Fred Dyment as a Director. Fred brings with him a breadth and depth of expertise and 
his contributions have already made a positive impact within the Western organization. 

I would also like to thank all my fellow Directors for their guidance over the past 
year as well as their unwavering commitment to lead this organization with discipline and 
a singular focus of creating value for the Company’s shareholders. Moreover, one of the 
underlying strengths of this organization is the quality of its people, and I commend Western's 
management team and all employees for their exemplary efforts in executing the Company's 
long-term strategic plan. Going forward, we will maintain our focus on creating shareholder 


wealth by taking advantage of the growth opportunities available to Western. 


On Behalf of the Board of Directors 


i... 


GUY J. TURCOTTE 
Chairman of the Board 
March 12, 2007 
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2006 HIGHLIGHTS 


2006 


Operating Data (bbls/d) 


Bitumen Production 27,500 
Synthetic Crude Sales 37,326 


Operating Expense per Processed Barrel (8/6) 28.38 


Financial Data ($ thousands, except as indicated) 


Gross Revenue 983,560 
Realized Crude Oil Sales Price — Oil Sands ($/461) VO 60.51 
Cash Flow from Operations 2) 228,449 
Cash Flow per Share — Basic ($/Share) O@ 1.42 
Net Earnings Attributable to Common Shareholders 63,370 
Net Earnings per Share ($/Share) 

Basic 0.39 

Diluted 0.39 
EBITDAX VO 276,916 
Net Capital Expenditures (7) 301,273 
Total Assets 1,794,159 
Long-term Debt 601,385 
Long-term Financial Liabilities 723,174 


Weighted Average Shares Outstanding — Basic (Shares) 160,991,406 


(1) Please refer to page 56 for a discussion of Non-GAAP financial measures. 


2005 


31,994 
42,534 
(29) 


910,330 
49.91 
244,231 
1.52 
149,449 


0.93 

0:92 
307,008 
46,833 
1,590,520 
565,655 
706,880 
160,169,887 
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% Change 


(14) 
(12) 
a) 


(2) The realized crude oil sales price is the revenue derived from the sale of Western's share of the Project's synthetic crude oil, net of the risk management 


activities, divided by the corresponding volume. Please refer to page 35 for calculation. 
(3) Cash flow from operations is expressed before changes in non-cash working capital. 


(4) Cash flow per share is calculated as cash flow from operations divided by weighted average common shares outstanding, basic. 


(5) Earnings before interest, taxes, depreciation, depletion, amortization, stock-based compensation, accretion on asset retirement obligation, foreign exchange 


and risk management as calculated on page 43. 
(6) Western has not paid cash dividends in any of the above referenced fiscal years. 
(7) Net capital expenditures are capital expenditures net of any insurance proceeds received during the period. 
(8) Long-term financial liabilities includes long-term debt, option premium liability and lease obligations. 


(2) Operating costs per processed barrel for 2006 were $24.50, net of turnaround costs of $3.88 per processed barrel. 
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The past year was both exciting and challenging for our industry. From a global perspective, 
Canada’s oil sands offer significant strategic value, and it is within this context that Western 
continues to pursue its vision to create shareholder value through the opportunity capture 
and development of large world-class hydrocarbon resources. 

Over the past year, Western continued to mature and grow as an organization and 
our future growth opportunities look more promising than ever. To realize this growth 
potential, we are focused on four key strategic initiatives. 

The Athabasca Oil Sands Project (“AOSP”) is, and will remain, our primary focus. 
With respect to our base operations, our goal is to continue delivering steady, reliable 
production and keeping a tight reign on operating costs in order to maximize profitability 
for our shareholders. This strategy is designed to deliver quality financial results — that is 
sustained, predictable earnings and cash flow. The heart of this strategy is plant reliability 
and the planned maintenance activities designed for future sustained operations. During 
the second quarter of 2006, the AOSP undertook its first major planned turnaround of 
both the Mine and Upgrader operations. The turnaround commenced in May and was 
completed in mid-July. By many measures, the turnaround was a success and the learnings 
gathered will prove valuable as future turnarounds are conducted. Following the turnaround, 
production resumed to levels exceeding design rate capacity and we are very pleased with 
the continued performance of our existing operations. Going forward, additional production 
optimization activities will continue on our base Project with the goal of reaching 200,000 


barrels per day (40,000 barrels per day net to Western) by 2009. 
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Over the past two years, Western devoted considerable time and effort to Expansion 1 of 
the AOSP. Related to this, during 2005 and early 2006, the Board of Directors approved 
pre-final investment decision capital commitments which allowed the Project to proceed with 
its planned schedule, fixing the price of key components, committing to major long-lead 
time equipment and incurring other pre-construction expenditures. One of the key cost 
considerations facing the AOSP’s Expansion 1, and many other large construction projects 
around the world, is the intense demands for equipment, manufacturing capacity, construction 
labour, materials and supplies which have resulted in unprecedented increases in capital costs. 
This demand is further intensified in Alberta by the development of multiple oil sands 
projects. Following a rigorous project management gating process which finalized the Project 
scope, Western received an expansion notice reflecting a capital cost estimate of $11.2 billion 
($2.2 billion net to Western) for Expansion 1 to increase the productive capacity of the AOSP’s 
base operations by an additional 100,000 barrels per day. Notwithstanding these higher capital 
costs, Western takes a long-term view of commodity prices and we intend to invest wisely 
through the cycles. Given this view, in the fourth quarter of 2006, Western’s Board of Directors 
approved our 20 per cent participation in Expansion 1. In addition, the other Joint Venture 
Owners also completed their respective evaluations and approved proceeding with 
Expansion 1. This decision marked another significant milestone in Western’s history and 
represented a key step in allowing us to deliver on our production growth profile. 

Based on an independent report prepared by GLJ Petroleum Consultants Ltd., with 
approval of Expansion 1, Western’s proved and probable synthetic crude oil reserves increased 
86 per cent to 577 million barrels at December 31, 2006; and for the first time, we reported 
a best estimate of contingent resources of 891 million barrels. On a combined basis, Western's 
proved plus probable reserves and best estimate of contingent resources approach 1.5 billion 
barrels. Over time, with additional project development and financial commitment, Western 
would expect these contingent resources to be converted to reserves. We believe our reserve 
and resource base provides the platform for continuing growth and, with ongoing drilling 
and technical evaluations of our undeveloped mining and in-situ acreage, there is potential 
to continue adding resources in the future. 

In addition to these reserve/resource increases, Western’s interest in the AOSP’s 


undeveloped land position has more than doubled to 69,000 net acres since the beginning 


ANNUAL REPORT 06 WESTERN O/JL SANDS PRESIDENT’S MESSAGE PAGE 19 


of 2005. This substantial growth is the result of new lease acquisitions by all of the Joint 
Venture Owners, including the acquisition of in-situ leases by both Western and Chevron 
in 2006. Western has completed a preliminary analysis of the unevaluated lands that it has 
the right to participate in within the Athabasca region. Based on this analysis, we believe 
there are sufficient bitumen resources in place to support multiple AOSP expansions beyond 
Expansion 1. Subsequent to year-end, Western announced future growth plans for the AOSP 
with proposed permit applications for Expansions 3 through 5 which would result in gross 
mineable bitumen production to increase to approximately 770,000 barrels per day at the 
Project level, or 154,000 barrels per day net to Western. We also see potential for mining 
expansions beyond Expansion 5 based on the resource potential of the unevaluated leases 
associated with the AOSP. 

Given this growing resource and production profile, Western’s second key initiative, 
namely in-situ development, is particularly exciting. We made solid progress with respect 
to this initiative in 2006, with the addition of two! potential in-situ projects within the 
Athabasca region — one operated by Western and the other by Chevron. 

In terms of Western’s project, we currently hold three leases with potential for in- 
situ development. Early stage planning for these leases is underway and we are conducting 
an evaluation drilling program in the winter of 2007 and planning a drilling program for 
winter 2008. Moreover, we are confident that ongoing technology advancements will assist 
in the extraction process of in-situ oil sands. 

In early 2006, Chevron announced its acquisition of five in-situ leases in the Athabasca 
region and, in August, we exercised our option to participate to our 20 per cent interest in 
this project. A winter drilling and evaluation program is currently underway to evaluate 
the resource potential on these leases. Our participation in Chevron’s Ells River Project 
directly aligns with our vision to develop large, long-life hydrocarbon resources, and we 
are excited to extend our Joint Venture relationship into an asset with potential for an 
additional in-situ project. 

Western's view is that the Ells River Project could contain bitumen in place (with 
pay thickness of greater than 18 metres) suitable for in-situ development in excess of 
7.4 billion barrels (approximately 1.5 billion barrels net to Western). Based on this estimate, 


production from the Ells River Project, combined with volumes from Western's in-situ 
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project, could support in-situ production in excess of 50,000 barrels per day net to Western. 
These in-situ volumes, together with production associated with the recently announced 
future mineable expansions, would increase Western’s total bitumen production to more 
than 200,000 barrels per day net to Western within the next 15 to 20 years. With this new 
long-range production reed we more than doubled our production profile in 2006. 

Our third key initiative, and an important component of our growth strategy, is the 
downstream integration of our projected Canadian oil sands production. Western has been 
evaluating various downstream initiatives with the goal of improving product yields and 
sales price realizations. In July 2006, Western announced that is it independently evaluating 
alternative downstream opportunities beyond our involvement in the fully integrated 
operation of the AOSP Expansion 1 to maximize value from our growing oil sands resources 
and unevaluated acreage position. Related to these activities, in February 2007, we announced 
that we intend to explore and pursue alternatives that enhance the full value of our assets 
and future growth potential which may result in an acquisition or sale of assets, merger or 
other corporate transaction. Western's overall objective with respect to this key~strategic 
initiative is to improve product yields and sales price realizations at a lower capital intensity 
than our current configuration. It is important to note that there is no assurance that any 
of our business activities will result in the consummation of an agreement\or transaction 
or result in any change to our current ongoing business strategy. 

Our final initiative relates to our wholly-owned subsidiary WesternZagros Limited 
(“WesternZagros’) which is pursuing a conventional exploration play in the Federal Region 
of Kurdistan in northern Iraq. A key success factor for Western has been our long-term 
view in developing and producing large hydrocarbon reserves. This play is consistent with 
this strategy and aligns with Western’s way of doing business. Kurdistan offers tremendous 
long-term potential given the high-quality, large, long-life reserves in the area. 

In February 2007, WesternZagros received confirmation that its Exploration and 
Production Sharing Agreement (“EPSA”) was ratified by the Kurdistan Regional Government. 
As part of the ratification process, WesternZagros finalized its EPSA boundaries and other 
key terms in line with draft petroleum legislation. WesternZagros’ efforts in Kurdistan 
continue to move forward in a prudent and systematic manner and we are encouraged by 


recent developments with respect to the draft Federal Oil Law which has been approved 
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by the Iraqi cabinet for consideration by the Iraq Council of Representatives. We have 
appreciated the feedback and support we received from our shareholders with respect to 
this venture and we will continue to evaluate structural and corporate options to maximize 
the value of this initiative for our shareholders. 

Western's Board of Directors has provided exemplary guidance and direction over 
the past year and I would like to thank them for their wisdom, guidance and support. 
I would also like to recognize the outstanding work of our dedicated and talented team of 
employees who truly embody the entrepreneurial spirit of this company. From the Board 
level, through to management, to each employee, it is evident that maximizing shareholder 
returns every day truly drives this organization. Finally, I would like to thank all of Western’s 
stakeholders who have invested their time, money and effort in making Western one of the 
best companies possible. Western has an exciting value proposition and tremendous 
opportunity lies ahead of us as we continue on our path to adding significant value for all 


our stakeholders. | 


C Heel _ 


JAMES C. HOUCK 
President and Chief Executive Officer 
March 12, 2007 
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MANAGEMENT’S DISCUSSION AND ANALYSIS 


The following discussion of financial condition and results of operations was prepared as of February 22, 2007 and should 
be read in conjunction with the Consolidated Financial Statements and Notes thereto. It offers Management's analysis of 
the financial and operating results of Western Oil Sands Inc. (“Western”) and contains certain forward-looking statements 
relating, but not limited, to our operations, anticipated financial performance, business prospects and strategies. Forward- 
looking information typically contains statements with words such as “anticipate”, “estimate”, “expect”, “potential”, “could”, 
or similar words suggesting future outcomes. We caution readers and prospective investors of the Company's securities 
to not place undue reliance on forward-looking information as by its nature, it is based on current expectations regarding 
future events that involve a number of assumptions, inherent risks and uncertainties, which could cause actual results to 
differ materially from those anticipated by Western. These risks include, but are not limited to, risks of commodity prices 
in the marketplace for crude oil and natural gas; risks associated with the extraction, treatment and upgrading of mineable 
oil sands deposits; size and scope of expansions; risks surrounding the level and timing of capital expenditures required 
to fulfill the Project’s growth strategy; risks of financing these growth initiatives at commercially attractive levels; risks of 
being unable to participate in expansion and corresponding loss of voting rights in the Athabasca Oil Sands Project (“AOSP”); 
risks relating to the execution of the Project's optimization strategy; risks involving the uncertainty of estimates involved in 
the reserve and resource estimation process and ore body configuration/geometry, uncertainty in the assessment of asset 
retirement obligations, uncertainty in the estimation of future income taxes, uncertainty in the estimation of stock-based 
compensation and employee future benefits and uncertainty in treatment of capital for royalty purposes; risks surrounding 
health, safety and environmental matters; risk of foreign exchange rate fluctuations; risks and uncertainties associated with 
securing the necessary regulatory approvals for expansion initiatives; risks surrounding major interruptions in operational 
performance together with any associated insurance proceedings thereto; and risks associated with identifying, negotiating 
and completing our other business development activities, both those that relate to oil sands activities and those that do 
not, either domestically or abroad. Risks associated with our international initiatives include, but are not limited to, political 
and economic conditions in the countries in which we intend to operate, risks associated with acts of insurgency or terrorism, 
changes in market conditions, political risks, including changes in law or government policy, the risks associated with 
negotiating with foreign governments and risks generally associated with international activity. 

For additional information relating to the risks and uncertainties facing Western, refer to Western’s Annual Information 
Form for the year ended December 31, 2006 which is available on SEDAR at www.sedar.com. 
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Overview 


Western Oil Sands Inc. (“Western”) is a Canadian corporation whose vision is to create shareholder value through 
the opportunity capture and development of large, world-class hydrocarbon resources. Western's primary asset is 
its 20 per cent undivided interest in the Athabasca Oil Sands Project (“AOSP”). Shell Canada Limited (“Shell”) 
and Chevron Canada Limited (“Chevron”) are the other Joint Venture Owners, holding a 60 per cent and 
20 per cent interest, respectively. The Joint Venture’s strategy is to exploit the mining and in-situ recoverable bitumen 
reserves and resources found in oil sands deposits located in the Athabasca region of Alberta. The initial Joint 
‘Venture asset is a mining and extraction operation (the Muskeg River Mine) on the west side of Lease 13, 
70 kilometres north of Fort McMurray, together with associated upgrading infrastructure (the Scotford Upgrader) 
northeast of Edmonton, Alberta. Current operations, with the assistance of certain third-party facilities, including 
a 493 kilometre pipeline connecting the Mine and the Upgrader, use established processes to miné oil sands deposits, 
extract and upgrade the bitumen into two streams of synthetic crude oil, namely Premium Albian Synthetic (“PAS”) 
and Albian Heavy Synthetic (“AHS”), and vacuum gas oil (“VGO”). VGO is sold to Shell under a long-term 
contract for use in its adjacent refinery. In the second quarter of 2006, the first full plant turnaround was successfully 
executed. Following the turnaround, production levels returned to the record levels established during the last 
quarter of 2005. Production optimization initiatives are planned to continue on the base Project, with the objective 
of achieving production volumes of approximately 200,000 barrels per day (40,000 barrels per day net to Western) 
by 2009. In terms of the base Project, reliability and availability of the existing AOSP facilities will continue to 
be a key focus for the Joint Venture. 

During 2006 and in years prior, Western and the other Joint Venture Owners devoted considerable time, 
effort and commitment of capital in planning and completing the early stage execution of Expansion 1 of the AOSP. 
This work culminated in Western, and the Joint Venture Owners, sanctioning Expansion 1 in the fourth quarter of 
2006. Expansion 1 is a 100,000 barrel per day (20,000 barrels net to Western) fully integrated expansion of the 
existing AOSP facilities, with new oil sands mining operations on Lease 13 and associated additional bitumen upgrading 
at the Scotford Upgrader. It also includes the construction of common upstream infrastructure that will be sized 
to support future mining expansions, consistent with the recent announcements from the Joint Venture that regulatory 
applications will be filed to seek approval to produce up to 770,000 barrels per day from Expansions 3 through 5. 
Construction of a new 42-inch Corridor Pipeline connecting Fort McMurray to Edmonton also began in 2006. 
This new pipeline will facilitate the movement of up to 1,000,000 barrels per day of production when fully complete. 
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Also during 2006, Western made noteworthy progress with respect to its in-situ development initiative 
which represents an exciting new opportunity for Western to create additional shareholder value. It is estimated 
that 80 per cent of the bitumen resources in Alberta are in-situ in nature and currently too deep to mine through 
surface mining techniques. In August 2006, Western announced its decision to participate to its 20 per cent interest 
in the Chevron-operated Ells River Project in the Athabasca region which has potential for in-situ development. 
The Ells River Project is located on approximately 75,000 gross acres of property purchased by Chevron in 
2005 and 2006. Chevron has assembled a technical team that is dedicated to feasibility and other technical 
evaluations going forward. Chevron has planned a significant core hole evaluation drilling program over the winter 
of 2007 to assess the potential of these leases. In addition, Western expanded its acreage position in the Athabasca 
region and will operate its own in-situ project which covers approximately 21,000 gross acres, approximately 
14,000 acres net to Western. Early stage planning for Western’s in-situ leases is underway and this includes a core 
hole evaluation drilling program of approximately 19 wells during the 2007 winter drilling season. 

Western announced during 2006 that it is independently evaluating alternative downstream solutions 
beyond Western's involvement in the fully integrated operation of AOSP Expansion 1, with the goal of improving 
product yields and sales price realizations at a lower capital intensity than current configurations. To meet these 
goals, Western is committed to a long-term strategy which involves commercially-attractive, cost-effective, 
downstream integration for upgrading bitumen into light synthetic crude oil products anticipated to be produced 
from Western's extensive and emerging mining and in-situ resources. 

In addition to these key initiatives, Western, through its wholly-owned subsidiary, WesternZagros Limited 
(“WesternZagros”), negotiated the initial form of an Exploration and Production Sharing Agreement (“EPSA”) 
with the Kurdistan Regional Government (“KRG”), subject to finalization of key terms and ratification by the 
KRG to comply with expected federal legislation. The EPSA provided for the exploration of conventional oil and 
gas in the Federal Region of Kurdistan in northern Iraq. WesternZagros continues to work towards ratification 
of an EPSA with the KRG which is expected to include the finalization of terms including its contract area and 
the corresponding work program commitments. 

Commodity prices continued to hover at or near record levels during most of 2006 and, consequently, 
Western achieved near-record cash flow, despite the 56-day turnaround in the second quarter of 2006. As a result, 
Western’s financial position has substantially improved as it embarks on Expansion 1 of the AOSP. Noteworthy 
operating and financial achievements during 2006 include: 

I! Fourth quarter production averaged 35,515 barrels per day net to Western, comparable to the record 
production of 35,600 barrels per day achieved in the fourth quarter of 2005; 

Annual production averaged 27,500 barrels per day net to Western, despite the two-month production 
interruption due to the full turnaround at the Mine and Upgrader in the second quarter; 

Near-record annual cash flow from operations of $228.4 million, with record quarterly cash flow from 


operations of $110.5 million in the third quarter; 


Capital expenditures of $301.3 million which were funded primarily through cash flow from operations 


supplemented by a modest increase in Western’s Revolving Credit Facility; 


Proved and probable reserves increased 86 per cent from the prior year to 577 million barrels and a best 

estimate of contingent resources of 891 million barrels; 

| The lands associated with Western’s proved and probable reserves represent only approximately 11 per 
cent of the more than 69,000 net acres in which Western has the right to participate; 

| The permit application for the Muskeg River Mine expansion was approved in December 2006; 

| Environmentally, the Muskeg River Mine remains the only oil sands mining operating to have achieved 

the internationally recognized ISO 14001 certification; and 

Over 12 million plus exposure hours recorded in 2006 within the AOSP resulted in only a relatively minor 


lost time incident and the recordable injury frequency rate improved significantly following the turnaround. 
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Expansion 1 


During the fourth quarter of 2006, Western, along with the other Joint Venture Owners, announced its approval 
of Expansion 1 of the AOSP. Expansion 1 is a 100,000 barrel per day (20,000 barrels per day net to Western) 
fully integrated expansion of the existing AOSP facilities, with new oil sands mining operations on the east side 
of Lease 13, an expansion of the extraction facilities at the Muskeg River Mine and an expansion of the existing 
Upgrader located near Edmonton. The capital cost estimate for Expansion 1 is approximately $11.2 billion 
($2.2 billion net to Western). Of the $11.2 billion estimate, approximately 75 per cent is allocated for the actual 
costs of components and construction labour, 20 per cent represents owners’ costs and contingencies, with the 
remaining five per cent representing the conversion of the total capital cost to money-of-the-day prices. Mine 
production is scheduled to begin in late 2009 with Upgrader production beginning in late 2010. 

As at the end of December 2006, expenditures of $225.6 million related to Expansion 1 were capitalized 
on Western’s balance sheet. In order to proceed with its planned schedule, the Project committed to major long 
lead time equipment and also incurred other pre-construction expenditures in 2006. Western has budgeted capital 
expenditures of $555 million for its share of Expansion | for 2007. For Expansion 1, construction efforts to date 
have focused on utilities work relating to the construction of permanent camp facilities, piling and foundation 
activities for many of the key components including the primary separation cell and de-aerator area and construction 
of potable water and sewage treatment plants. One of the key cost saving strategies in the construction of the 
facilities is the fabrication of many modules off-site. Efforts in this regard are proceeding as planned with over 
600 modules earmarked for such construction. To date, the Project has secured the necessary skilled labour required 
for an operation of this nature. Approximately 2,000 full-time equivalent individuals, representing a combination 
of construction contractors and employees of the engineering, procurement and construction management 
contractors, are currently working on this major initiative on behalf of the Joint Venture. This workforce is expected 


to increase substantially as the Project moves into full construction over the next several years. 


Reserves, Resources and Land 


Under the terms of the Joint Venture Agreement for the AOSP, Western and the other Joint Venture Owners 
have in place a Participation and Area of Mutual Interest Agreement (“AMI”). The AMI stipulates that the Joint 
Venture Owners have rights to participate in any additional leases that are acquired by any one of the Owners in 
the Athabasca region. 

Within the Project, Western has the following: proved and probable reserves which are associated with 
the existing operations at the Muskeg River Mine; proved and probable reserves associated with Expansion 1 of 
the AOSP; resources on lands within the Joint Venture that have been evaluated; and, finally, undeveloped lands 
which have been acquired by all three Owners during the past few years which are included under the terms of 


the AMI and are subject to evaluation for possible future development. 


Reserves 


GLJ Petroleum Consultants Ltd. (“GLJ”), in its report dated February 7, 2007, independently estimated the proved 
and probable reserves on the total of the west side of Lease 13, which is the current Muskeg River Mine, and the 
east side of Lease 13 which comprises Expansion 1. All combined, there are 2.9 billion barrels (577 million barrels 
working interest to Western) of proved and probable reserves associated with the current Muskeg River Mine and 
the new Jackpine Mine. (Expansion 1). Based on GL]’s forecasted AOSP’s undiluted bitumen production rate of 
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175,000 barrels per day for 2007, the proved plus probable reserves have a reserve life index of 44 years. Western 
anticipates substantial future reserve additions as the AOSP Joint Venture moves through the gating process for 
the upcoming phases of additional mining expansions of the AOSP, in addition to potential reserves associated 
with the in-situ projects that Western and Chevron are pursuing. Resources from future mining expansions will 
be booked as reserves when the expansions phases are permitted, funding is approved and certain stipulations 
pursuant to the Joint Venture Agreement are satisfied. 

The table below summarizes the Project's reserves and Western's share of those proved and probable reserves 
as at December 31, 2006 on a synthetic crude oil basis utilizing GLJ’s forecast of prices and costs. Synthetic crude 
oil is dry bitumen, uplifted by two per cent for proved reserves and three per cent for probable reserves as a result 
of the hydrocracking/hydrotreating process. The following information relating to Western’s reserves and present 
values of estimated future net cash flow constitutes forward-looking statements as it is based on assumptions relating 
to, among others, volumes of oil in place, recoverability of bitumen, production rates, royalty rates, operating 
and development costs, capital expenditures, commodity prices and foreign exchange rates. For a description of 
the risks and uncertainties facing Western that could impact the volume and value of the reserves reported below, 
see “Outlook for 2007” and “Risk and Success Factors Relating to Western” and, additionally, the “Risks and 


Uncertainties” contained in Western’s Annual Information Form for the year ended December 31, 2006. 


RESERVES SUMMARY 


Worki Working Interest 
orking its 
Ge Working ee Present Values of Estimated see 
Project Paes: Net After Net Cash Flow Before Income Taxes 
Reserves Reserves Royalty 0% 10% 15% 20% 
(mmbbls) (mmbbls) (mmbbls) ($ millions) 
Proved 2,479 496 454 12,663 239i] 1,613 913 
Probable 405 81 fl 3,554 911 607 452 
Proved Plus Probable 2,884 GE. 5) 16,217 3,868 2,220 1,365 


RESERVES RECONCILIATION (WORKING INTEREST) 


Proved Plus 

Proved Probable 

(mmbbls) (mmbbls) 

December 31, 2005 195 310 
Production (10) (10) 
Revisions 1 D 
Muskeg River Mine Expansion 90 7 
AOSP Expansion 1 Addition 220 268 
December 31, 2006 496 577 


Resources 


Within the AOSD, several leases have been formally evaluated for resource potential including Leases 88, 89, 90, 9 
and the remainder of Lease 13. Western will disclose resource potential on a per project basis rather than lease 
by lease, as the mine plans straddle lease boundaries and contingent resources are related to a specific mine plan. 


Disclosure in this manner will also create alignment with regulatory permits and proposed mine plans. 
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as 8 891, . Production 
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In respect of an ongoing delineation drilling program on Leases 88, 89, 90, 9 and the remainder of Lease 13, 
Western engaged Norwest Corporation (“Norwest”) to prepare volumetric estimates of recoverable bitumen 
associated with mining pits. GLJ used these geological and mining assessments to determine contingent resources. 
Lease 17 was not included in the determination of any future mine plans as insufficient core hole drilling was 
conducted on this lease during last year’s winter drilling season to fully assess its resource potential. 

As per the Canadian Oil and Gas Evaluation Handbook (“COGEH)”), contingent resources are those 
quantities of oil and gas estimated on a given date to be potentially recoverable from known accumulations but 
are not currently economic. GLJ has categorized the potentially recoverable resources as contingent in view of 
ownership, regulatory applications and owner commitment issues and not as a result of current economics. Western 
believes these contingent resources will be economic to develop in the future. Over time, with additional project 
development and financial commitment, Western would expect these contingent resources to be converted to reserves. 

Western has an enviable land position and asset base. Currently, regulatory upstream approvals allow for 
470,000 barrels of bitumen per day to be extracted from a combination of the Muskeg River Mine and the 
Jackpine Mine. This permitting capacity-would allow significant expansions of the AOSP. Future evaluation drilling 
will be conducted to delineate the resource potential on other leases. In advance of this, Shell intends to file 
regulatory applications that would add an incremental 300,000 barrels per day of mining permitting capacity, 
bringing the total to 770,000 barrels per day. At this level, sufficient approvals would be in place to advance AOSP 
Expansions 3 through 5. These plans would take Western’s share of production to 154,000 barrels per day from 
mining expansions alone. These volumes do not include any resource potential for expansions beyond Expansion 5 
which could potentially occur on leases that have nov yet been evaluated. The transition and disclosure from acreage 
to resources, and ultimately reserves, will evolve over time as the Joint Venture Owners continue to drill and sanction 
expansions of the AOSP. 

The best case estimate for contingent resources (in addition to the reserves discussed above) on a total 
AOSP Joint Venture basis exceeds 4.4 billion barrels of which Western’s share would be 891 million barrels. All 
contingent resources are reported on a synthetic crude oil basis. This data was based on several key assumptions 
in order to calculate contingent resources, namely, minimum bitumen by weight of seven per cent to total weight, 
minimum mining thickness of three metres and a range of total volume to bitumen in place (“TV:BIP”) of 12:1, 
consistent with regulated operating criteria, and up to a TV:BIP ratio of 16:1 as a high estimate. The upgrading 
yield assumptions are consistent with the reserve estimate. 

The following table summarizes the reserves and contingent resources associated with Western's interest 


in the AOSP: 


WESTERN’S SHARE OF MINEABLE SYNTHETIC CRUDE OIL VOLUMES (mmbéls) 


P + P Reserves Plus 


Contingent Resources (1) Reserves Contingent Resources 
Proved Plus 
Project Areas Low Best High Proved Probable Best High 
Muskeg River Mine ) 188 228 291 MSS 309 DO, 600 
Jackpine @ 314 458 645 220 268 726 913 
Pierre River YO) 102 205 306 = = 205 306 
Total 604 891 1,242 495 577 1,468 1,819 


(1) Contingent resources have been evaluated for Leases 13, 88, 89, 90 and 9. Categories of Low, Best and High are used as recommended in the COGEH. 

(2) Includes the west side of Lease 13, 90 and Sharkbite areas. Reserve status has been assigned only to the west side of Lease 13. 

(3) Includes the east side of Lease 13 and Leases 88 and 89 and represents Expansions 1 through 3. Reserve status has only been assigned to part of the east 
side of Lease 13. 

(4) Includes volumes only for Lease 9. Lease 17 was not included in this determination as core hole drilling to assess resource potential continues on this lease. 


(5) Represents Expansions 4 and 5. 
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In addition to the above, Western’s view is that the Ells River Project could contain resources (with pay 
thickness of greater than 18 metres) suitable for in-situ development in excess of 7.4 billion barrels of original oil 
in place (approximately 1.5 billion barrels net to Western). Based on this estimate, production from the Ells River 
Project, combined with volumes from Western's in-situ project (in which the Company holds an average 64 per 
cent land interest), could support production in excess of 50,000 barrels per day net to Western. These in-situ 
volumes, together with production associated with the recently announced future mineable expansions, would 
increase Western’s total bitumen production to more than 200,000 barrels per day within the next 15 to 20 years. 

An extensive winter core hole drilling program is continuing over the next several years on the Muskeg 
River Mine, Jackpine Mine and Pierre River Mine areas as well as on the Ells River Project and Western's in-situ 
lands. Western would anticipate that as drilling progresses, discovered resources will be identified, and that 
contingent resource volumes will continue to be amended as delineation drilling extends onto previously sparsely 
drilled leases. In addition, as Western continues to participate in expansion opportunities, potential future development 


of these project areas will provide for substantial growth opportunities in our proved and probable reserve base. 


Unevaluated Land 


The current land position assembled by all Joint Venture Owners approximates 300,000 acres (69,000 acres net 
to Western). Of this total, approximately 68 per cent represents mineable leases, with the remaining 32 per cent 
considered prospective for in-situ development. Only a fraction of Western’s undeveloped land position has been’ 
evaluated. The lands associated with Western’s proved and probable reserves represent approximately 11 per cent 
of the more than 69,000 net acres of total undeveloped land in which Western has the right to participate. As 
delineation of these lands continues, Western expects its reported resources and reserves to increase and will be 
updated accordingly. 

During 2006, Western and Chevron acquired additional leases in the Athabasca region of northern Alberta. 
These leases are included under the terms of the AMI. Chevron acquired five in-situ leases, namely Leases 348, 
349, 350, 673 and 675, located approximately 50 kilometres northwest of Fort McMurray and comprise 
approximately 75,000 acres (15,000 acres net to Western). Western exercised its right to participate in the Chevron 
in-situ leases in August 2006 and provided a payment for its pro rata share of the lease acquisition costs. Chevron 
has communicated that these leases have potential to produce approximately 100,000 barrels per day (20,000 
barrels net to Western). Chevron, a world leader with respect to heavy oil development, has assembled a dedicated 
team to explore and assess this opportunity. 

In terms of Western's in-situ land position, Leases 442 and 472 were acquired in 2006. Taken together 
with Lease 353, which was acquired in 2005, Western’s operated land position has grown to over 21,000 acres 
(approximately 14,000 acres net to Western). Western holds an average 64 per cent working interest in these in-situ 
lands. Pursuant to the AMI, the other Joint Venture Owners elected to participate in Lease 353 to a 20 per cent 
interest, with one other Joint Venture Owner electing to participate in Leases 442 and 472. The participating 
owners have provided payment for their share of lease acquisition costs to secure their respective working interests. 

Western also has the right to participate in the development of the leases acquired by Shell until 2009 for 
future mining expansions of the AOSP. The leases could potentially be developed as an extension to the the AOSP’s 
continuous construction expansion strategy. 

The exploration and development of this significant land base, both mineable and in-situ, could involve 
a substantial and material capital commitment by Western to continue to grow its land position and capture 
opportunities to add resources. Assessments regarding our involvement will always be made in the context of 
maintaining the integrity of our financial position and creating shareholder value. To manage this growing land 
position and evaluate potential opportunities, we expanded our organizational capabilities in 2006, particularly 
in the area of heavy oil development with key management appointments, including Mr. Graig Ritchie as Vice 
President, Oil Sands and Mr. Matt Swartout as Senior Drilling Manager. 
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Operating Results 


Fiscal 2006 represents the third full year of commercial operations for Western. The Project’s original nameplate 
productive capacity was 155,000 barrels per calendar day. As a result of successful and ongoing production 
optimization initiatives at both the Mine and Upgrader, the Project has increased the calendar day average 
production to a range of 165,000 to 175,000 barrels per day in recent quarters, with a near-term goal of increasing 
production to approximately 200,000 barrels per day by 2009. For short-term intervals the mine has achieved 
production rates in excess of 215,000 barrels per day. During the second quarter of 2006, operations were impacted 
by the first full plant turnaround which extended to a 56-day period. The turnaround schedule was longer than 
anticipated because it was determined that additional maintenance and repair work was required in order to remove 
large amounts of coke from the reactor vessels at the Upgrader. With efforts focused on increasing the reliability 
of the base Project, consistent and stable operations should follow which, in turn, optimizes the efficiency of these 


major facilities. Full turnarounds are expected to be required on a three'to four year cycle. 


HIGHLIGHTS 
2006 2005 2004 
Operating Data (bbls/d) 
Bitumen Production 27,500 31,994 27,108 
Synthetic Crude Sales 37,326 42,534 36,210 
Operating Expense per Processed Barrel (3/6) (1) 28.38 (Y) 22.06 DN 
Financial Data ($ thousands, except as indicated) 
Gross Revenue 983,560 910,330 636,911 
Realized Crude Oil Sales Price — Oil Sands ($/66) VO 60.51 49.9] 34.60 
Cash Flow from Operations (9) 228,449 244,231 23,044 
Cash Flow per Share — Basic ($/Share) VU 1.42 LS 0.15 
Net Earnings Attributable to Common Shareholders 63,370 149,449 19,452 
Net Earnings per Share ($/Share) 
Basic 0.39 0.93 Ose: 
Diluted 0.39 0.92 0.12 
EBITDAX YO) 276,916 307,008 87,587 
Net Capital Expenditures (7 301,273 46,833 39,968 
Total Assets 1,794,159 1,590,520 1,470,870 
Long-term Debt 601,385 565,655 662,620 
Long-term Financial Liabilities 723,174 706,880 716,094 
Weighted Average Shares Outstanding — Basic (Shares) 160,991,406 160,169,887 156,926,514 


(1) Please refer to page 56 for a discussion of Non-GAAP financial measures. 

(2) The realized crude oil sales price is the revenue derived from the sale of Western’ share of the Projects synthetic crude oil, net of the risk management 
activities, divided by the corresponding volume. Please refer to page 35 for calculation. 

(3) Cash flow from operations is expressed before changes in non-cash working capital. 

(4) Cash flow per share is calculated as cash flow from operations divided by weighted average common shares outstanding, basic. 

(5) Earnings before interest, taxes, depreciation, depletion, amortization, stock-based compensation, accretion on asset retirement obligation, foreign exchange 

and risk management as calculated on page 43. 

(6) Western has not paid cash dividends in any of the above referenced fiscal years. 

(7) Net capital expenditures are capital expenditures net of any insurance proceeds received during the period. 

(8) Long-term financial liabilities includes long-term debt, option premium liability and lease obligations. 

(9) Operating costs per processed barrel for 2006 were $24.50, net of turnaround costs of $3.88 per processed barrel. 
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ANNUAL BITUMEN PRODUCTION 
(Western 20% Interest) 
(Thousands of bbls/d) 


2003 2004 2005 2006 


WESTERN REALIZED PRICE TO WTI 


Q1/05 Q2/05 Q3/05 Q4/05 Q1/06 Q2/06 Q3/06 Q4/06 


swe WTI (Cdn$) == Western Realized Price (Cdn$) etre Heavy Oil Differential (% of WTI) 
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Financial Performance 


Revenue 


Western achieved record gross crude oil sales revenue of $983.6 million in fiscal 2006 compared to $910.3 million 
in 2005, including $825.4 million (2005 — $777.9 million) from proprietary production at an average realized 
price of $60.51 per barrel (2005 — $49.91 per barrel). Record sales revenues were achieved largely due to a 
21 per cent increase in Western's realized crude oil price as a result of the continued strength in world crude oil 
prices partially offset by a 14 per cent decrease in bitumen production due to the full planned plant turnaround 
and repair of a conveyor belt during the year. During 2006, Western had no proprietary barrels subject to financial 
hedge instruments and, consequently, enjoyed the full appreciation of the underlying 21 per cent increase in West 
Texas Intermediate (“WTI”) light sweet crude oil through our synthetic crude oil sales. A careful and deliberate 
decision was made to not hedge any barrels in 2006 as the capital expenditures were not large relative to the capital 
spending profile in subsequent years. In 2005, gross revenues were reduced by $110.4 million due to out-of-the- 
money fixed priced swap contracts on a portion of Western’s proprietary production and, as a result, Western's 
crude oil price realization was reduced by $7.11 per barrel. 

Western's crude oil sales were subject to an overall quality differential of $12.82 per barrel (2005 — $12.27 
per barrel) off of the Edmonton PAR benchmark crude oil price of $73.33 per barrel in 2006. The quality differential 
has increased marginally from the prior year due to a heavier than normal sales mix associated with the period 
prior to, and immediately following, the full plant turnaround. During this period, the Upgrader was not running 
at optimal conversion rates resulting in a heavier blend of synthetic crude oil. This was offset by a general narrowing 
of the heavy crude oil differential during 2006 which helped maintain higher oil sands revenues and realized 
synthetic crude oil sales prices. The heavy crude oil differential averaged 35 per cent of WTI prices, or $22.58 
per barrel in 2006 compared to 39 per cent or $21.83 per barrel in 2005. Western has generally observed a narrowing 
of the heavy oil differential over the last year thought to be due to in part by crude oil pipeline reversals enabling 
western Canadian heavy oil producers to ship to additional markets in the Midwest and Gulf Coast regions of 
the United States. Increasingly, refineries in the United States are purchasing additional heavy crude oil to capture 
the value inherent in the differential by processing heavy oil into higher-valued refined products such as gasoline, 
diesel and jet fuel. As the graph on page 32 indicates and notwithstanding the above, Western's realized prices 
remain closely correlated to underlying movements in WTI. During 2006, Western experienced its highest price 
realizations since production start-up primarily due to the factors outlined above as well as a marked improvement 
in the reliability of the plant which, when the plant turnaround is excluded, allowed the Project to produce a 
lighter overall sales mix through better conversion of bitumen into light synthetic crude oil at the Upgrader. 

With the objective of providing greater cash flow certainty for the years of significant capital expenditures, 
Western executed an extensive hedging program covering 2007 to 2009, with entirely different hedging products 
or derivative instruments employed for this program. Western implemented a pay-collar strategy, whereby a series 
of put and call options were both bought and sold to establish a floor price for a portion of planned production, 
with a corresponding ceiling that Western would receive on a similar but smaller number of barrels. The range 
of these Pollaes provides a weighted average floor price of US$52.42 on 20,000 barrels per day over the three years 
and a weighted average ceiling of US$92.41 on an average of 13,333 barrels per day over the same time period. This 
program provides greater cash flow certainty given the substantial capital commitments associated with Expansion 1 
of the AOSP over the next three years. In addition, the collar strategy does not limit the upside potential related to 
commodity price appreciation to the same degree as the fixed price swap contracts that Western employed in the past. 

Western generated net revenue of $630.0 million in 2006 compared to $591.4 million in 2005, representing 
a seven per cent increase. Net revenue reflects the costs of purchased feedstocks and transportation costs downstream 
of Edmonton. Feedstocks are third-party crude oil products introduced at the Upgrader. Some feedstocks are used 


in the hydrocracking/hydrotreating process, while others are used as blendstock to further optimize various qualities 


PAGE 34 


WESTERN OIL SANDS MD&A 


SALES PRICE REALIZATIONS 
EDMONTON PAR PRICE 
($Cdn per bbl) 


80 


2003 2004 2005 2006 


| Differential to Edmonton Par 
a} Risk Management 
| Realized Crude Oil Price 


NETBACK PER BARREL 


(excluding hedges) 
($ per bbl) 
40 
30 
20 
10 
0 


2003 2004 2005 2006 
Netback is calculated by subtracting operating costs and 
royalties from net revenues before any gains/losses from 
hedging activities divided by total bitumen production 
for the period. 


OPERATING EXPENSES PER 
PROCESSED BARREL 


(S$ per bbl) 
30 


25 


2003. 2004 2005 2006 


ee | Turnaround 
| Natural Gas 
EB Non-gas Costs 


ANNUAL REPORT 06 


ANNUAL REPORT 06 WESTERN OIL SANDS MD&A PAGE 35 


of synthetic crude oil products. The cost of these feedstocks depends on oil markets and the spread between heavy 
and light crude oil prices. 


NET REVENUE 
($ thousands, except as indicated) 2006 2005 
Revenue 
Oil Sands 825,418 777,876 
Marketing and Transportation 158,142 132,454 
Total Revenue 983,560 910,330 
Purchased Feedstocks and Transportation 
Oil Sands 196,066 185,693 
Marketing and Transportation 157,456 133,241 
Total Purchased Feedstocks and Transportation 3D9;D22 318,934 
Net Revenue - 
Oil Sands 629,352 592,183 
Marketing and Transportation 686 (787) 
Total Net Revenue 630,038 SI IRS96 
Synthetic Crude Sales (bb4/d) 37,326 42,534 
Crude Oil Sales Price ($/s6)) 60.51 49.9] 


(1) Oil sands revenue and net revenue are presented net of Western’ hedging activities. 
(2) Realized crude oil sales price ($/bbl) is calculated as oil sands revenue less any transportation costs divided by synthetic crude sales volume. In 2006, $1.1 million 
(2005 — $3.0 million) had been incurred for transportation costs related to oil sands. 


Operating Costs 
Western's share of the Project’s operating costs totalled $286.3 million in 2006 (2005 — $250.4 million) including 


$40.2 million associated with the cost of the turnaround. Also included in this amount are costs associated with 
removing overburden at the Mine and transporting bitumen from the Mine to the Upgrader. On a per processed 
barrel of bitumen basis, unit operating costs were $28.38 per barrel based on average production of 27,500 barrels 
per day in 2006 compared to $22.06 per barrel based on average production of 31,994 barrels per day in 2005. 
Excluding the impact of the turnaround, operating costs were $24.50 per processed barrel for 2006 compared to 
$22.06 per processed barrel for the prior year period. However, unit operating costs per processed barrel in 2006 
are impacted by lower annual production rates compared to the prior year period. 

Higher unit operating costs in 2006 were largely due to higher input costs for materials and supplies in 
an escalating commodity price environment, offset in part by lower natural gas costs during 2006 compared to 
the previous year. On a unit basis, natural gas costs were $4.07 per processed barrel compared to $5.04 per processed 
barrel in 2005. This 19 per cent decrease is consistent with the 18 per cent decrease in the market price for natural 
gas over the same time periods, indicating a similar gas intensity for the Project over the last several years. Unit 
operating costs in 2006 were also impacted by repair costs and associated lost production stemming from a tear 
in the conveyor belt at the Mine in the first quarter. 

Operating costs, on both an absolute basis and on a per unit basis, were impacted significantly by the 
first full turnaround of the Project in 2006. This process extended for a period of 56 days during the second quarter 
and, for a large part of that time, little or no production was recorded. Turnaround activities added $3.88 per 
processed barrel in 2006. Given that the cost structure of the operation is predominantly fixed, many of the costs 
incurred when the Project is in full operation continued during the turnaround. As a result, operating costs per 
unit increased substantially in 2006 and a comparison to the prior year period is not meaningful. For accounting 
purposes, Western has expensed all of the costs associated with the turnaround, whereas other oil sands producers 
capitalize certain components of turnaround costs and amortize them over the period to the next turnaround. 
Western's share of the turnaround costs was $40.2 million. The turnaround proved to be more costly and longer 


in duration than originally budgeted due to additional maintenance and repair work at the Upgrader in order to 
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remove large amounts of coke from the reactor vessels. Consequently, the Project was delayed in returning to full 
production. Operating costs returned to expected levels towards the latter part of 2006. Following the turnaround, 
operating costs were $20.38 per processed barrel over the last two quarters of the year on a bitumen production 
base of slightly more than 34,000 barrels per day net to Western over this time period. 

Western believes its operating costs are impacted somewhat by longer-term WTI prices and associated 
energy costs. In 2006, WTI averaged US$66.22 per barrel compared to US$56.56 per barrel for 2005 which 
resulted in upward pressure on certain cost components as suppliers of these components and services themselves 
experienced higher cost structures largely due to higher energy costs and other commodity prices. Ultimately, this 
contributed to a higher cost structure for oil sands operations. Despite the upward pressures on operating costs 
in a rising commodity cycle, unit operating costs typically decline over time as the technological and engineering 
challenges are addressed and resolved and as production optimization initiatives are completed. Production 
optimization activities requiring relatively modest amounts of capital are planned to continue over the life of the 
Project at both the Mine and the Upgrader in order to increase throughput and/or reduce absolute costs. Production 
at the Mine has more consistently met or exceeded 200,000 barrels per day on a stream basis which demonstrates 
the effectiveness of our production optimization activities. Ongoing efforts with respect to these activities should 
result in sustained upstream calendar day production of approximately 200,000 barrels per day by 2009. 
Corresponding initiatives at the Upgrader are planned to be undertaken to process this higher level of production 
as well as improving product quality. 

Western recognizes that operating costs are a key metric among companies active in the mineable oil sands 
industry; however, oil sands producers have different cost structures and accounting treatments that require careful 
analysis to make meaningful comparisons. Western, for example, includes the cost of transporting processed bitumen 
from Fort McMurray to Edmonton as part of its overall operating costs, whereas other industry players either do 
not have this cost category or net these transportation costs from oil sands revenue. Nevertheless, all companies 
active in the energy industry are coming to terms with the higher commodity price environment and associated 
increased costs for materials, supplies and natural gas. While the entire industry’s cost structure has shifted upwards, 
the Joint Venture will continue to evaluate all methods to control and reduce its costs. As the majority of the 
AOSP’s operating costs are fixed, to the extent the Project can maintain and increase production, total unit operating 
costs should decrease as the costs are distributed over a growing production base. We believe the AOSP has the 


potential to be one of the lowest cost producers of all the Canadian oil sands mining projects. 


OPERATING COSTS 


($ thousands, except as indicated) 2006 2005 


Operating Expenses for Bitumen Sold 


Operating Expense — Income Statement 246,164 250,389 
Operating Expense — Expensed in Purchased Feedstocks 7,765 11,704 
Turnaround Costs — Income Statement 40,161 - 


Total Operating Expenses for Bitumen Sold 294,090 262,093 


Sales (barrels per day) 


Total Synthetic Crude Sales 37,326 42,534 
Purchased Upgrader Blendstocks 8,932 STS) 
Synthetic Crude Sales Excluding Blendstocks 28,394 O2559) 
Operating Expenses per Processed Barrel ($/bbl) 28.38 22.06 
Operating Expenses per Processed Barrel Excluding Turnaround Costs ($/bbl) (2) 24.50 22.06 


(1) Operating expenses per processed barrel ($/b6l) are calculated as total operating expenses for bitumen sold divided by synthetic crude sales excluding blendstocks. 
This calculation recognizes that, intrinsic in the Project’ operations, bitumen production from the Mine receives an approximate three per cent uplift as a 
result of the hydrotreating/hydroconversion process, which is included in synthetic crude sales excluding blendstocks. 


(2) Operating expenses per processed barrel excluding the effects of the turnaround, taken by total operating expenses for bitumen sold, less turnaround expenses 
divided by synthetic crude sales excluding blend stocks. 
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Operating Netbacks 


Western's 2006 operating netback was $33.84 per dry bitumen barrel produced, down from $38.32 per dry bitumen 
barrel produced (excluding hedges) in the prior year period. This decrease is largely due to the $40.2 million incurred 
for the turnaround in the second quarter as well as the costs associated with replacing the conveyor belt during 
the first quarter of 2006. The netback for 2006, however, was considerably higher than the netback achieved in 
2004 and 2003 due to the significant increase in underlying crude oil prices over these time periods. Netbacks 
in the second half of 2006 improved substantially, with a netback of $45.77 per dry bitumen barrel produced in 
the third quarter and $37.12 per dry bitumen barrel produced in the fourth quarter. The decrease in the operating 
netback was partially offset by the narrowing of the heavy oil differential from the prior year period as additional 
markets for Canadian heavy oil are opening in the United States through existing pipeline reversals, together 


with refineries reconfiguring their assets to process a larger portion of heavy oil to capitalize on the heavy crude 


oil differential. 


Royalties 


Royalties were $4.1 million or $0.40 per barrel of bitumen in 2006 compared to $4.0 million or $0.34 per barrel 
in 2005. Higher gross royalties are the result of higher deemed bitumen prices for 2006 which serve as the basis 
for the royalty calculation, partially offset by reduced production during 2006 due to the turnaround. Initially, 
royalties are calculated at one per cent of the gross revenue from the bitumen produced (based on its deemed 
value prior to upgrading) until recovery of all capital costs associated with the AOSP, together with a return on 
capital equal to the Government of Canada’s federal long-term bond rate. After full capital cost recovery, the royalty 
is calculated as the greater of one per cent of the gross revenue on the bitumen produced or 25 per cent of the 
net revenue on the bitumen produced. 

During 2006, Western announced its participation in Expansion 1 of the AOSP and we fully expect to 
participate in subsequent mining expansions of the AOSP. As such, Western assumes that additional capital incurred 
to construct future expansions will be added to the capital base for royalty purposes, extending our royalty horizon 
in the absence of any legislative amendments to the royalty regime. At current commodity prices, Western does 
not anticipate conversion to the 25 per cent of net bitumen revenues for the next several years. The move to the 
higher royalty rate may be accelerated or postponed depending on future crude oil prices, foreign exchange rates 
and the timing and inclusion of capital expenditures and the Alberta government's treatment of bitumen extraction 


expansion efforts. 
Corporate Results 


Research and Business Development 


A portion of Western’s annual budget is directed to research and business development activities. These activities 
include: research and development efforts with the objective of identifying ways to add value to our existing assets; 
the addition of internal technical capabilities in order to evaluate opportunities as they arise either through the 
Joint Venture or independently; and finally, as part of our long-term strategy, plans to expand our organizational 
capabilities to evaluate opportunities related to downstream integration. A portion of these expenditures also relate 
to WesternZagros’ initiative in Kurdistan. Western incurred $34.9 million for research and business development 
in 2006 (2005 — $10.7 million), of which $22.4 million (2005 — $5 million) relates specifically to AOSP-related 
research projects. The majority of the balance of $12.5 million is related Western-led research activities related 
to oil sand extraction and recovery methodologies, increased administrative costs associated with building the 
organizational capabilities to assess in-situ opportunities, downstream integration strategies and initiatives and 


costs related to progressing the negotiation of our EPSA in Kurdistan. 
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Includes Expansion 1 reserves which have not been 
developed. Western’s estimated remaining capital cost 


for Expansion I is approximately $2.0 billion. 
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General and Administrative Expenses 


General and administrative expenses (“G&A”) were $28.5 million in 2006 compared to $14.5 million in the 
prior period. Of this amount, $12.1 million (2005 — $3.1 million) relates to stock-based compensation. Net of 
stock-based compensation, G&A expenses were $16.4 million compared to $11.4 million in 2005.:The increase 
from the prior year period is largely a function of higher office rent and increased salaries and benefits stemming 
from a near doubling in the number of employees in 2006. It also reflects additional professional costs incurred 


during 2006 due to increased public company compliance requirements compared to 2005. 


Insurance Expenses 


Insurance expenses were $11.5 million in 2006 compared to $8.0 million in 2005. Western maintains insurance 
policies covering property damage, business interruption, commercial general liability, directors and officers liability, 
in addition to various corporate policies. Insurance expense is higher in 2006 compared to the previous year due 
to an increase in coverage associated with Western's business interruption policy. Western’s insurance placement 
strategy is to obtain sufficient coverage on business interruption to ensure sufficient cash flow is received after a 
major loss. As such, when underlying commodity prices increase, this desired level of coverage is more costly. 
Another factor impacting the cost of the business interruption policy is worldwide loss events which cause insurance 
carriers to re-adjust premiums charged on such policies. These factors were partially offset by the strengthening 
of the US/Cdn exchange rate as these premiums are paid in US dollars. There were no material reductions in 
coverage compared to the prior year. Indeed, additional coverages are being secured both on a Joint Venture basis 
relating to the construction and start-up of Expansion 1, together with policies relating to Western’s operation of 


an in-situ project. As such, Western anticipates insurance costs to increase as these operations grow. 


Interest Expense 


During 2006, total interest charges decreased by $5.4 million, or nine per cent, to $52.8 million compared to 
$58.2 million in 2005. Of the total interest charges in 2006, $2.8 million relating to Expansion 1 was capitalized. 
Capitalized interest will increase in the future to the extent that we employ debt financing to fund our share of 
the capital costs of Expansion 1. Capitalized interest will continue to be recorded until the assets associated with 
Expansion 1 begin commercial operations. This is consistent with the treatment of interest charges associated 
during the construction of the base Project. Of the remaining $50.0 million in interest charges recorded on our 
income statement, $43.4 million is related to interest charges on debt obligations (2005 — $54.3 million), 
$2.8 million (2005 — $2.6 million) to capital lease obligations and $3.8 million (2005 — $1.3 million) to option 
premium liability. The option premium liability relates to Western's strategic crude oil risk management program 
implemented in the third quarter of 2005 and the decision to defer the premiums associated with the put and 
call options purchased and sold, respectively. Imbedded in the prices of the deferred options is a financing charge 
which is reported as interest expense. 

Western's debt obligations include US$450 million of Senior Secured Notes and a $340 million Revolving 
Credit Facility. Western’s average interest rate decreased marginally from 2005. This decrease is due to two factors: 
the strengthening of the US/Cdn exchange rate as interest payments on our US$450 million denominated debt 
are recorded in Canadian dollars for financial reporting purposes and lower interest rates on amounts drawn under 
the Revolving Facility resulting from amendments executed in the fourth quarter of 2005. These positive factors 
were partially offset by interest charges on larger drawn amounts under the Revolving Facility. The Notes bear 
interest at 8.375 per cent and are not callable before their maturity date of May 1, 2012. Western's ability to meet 
fixed debt servicing costs continues to improve which can be measured by the interest coverage ratio. This ratio 
has improved to a factor over five times in 2006 from under one time in 2003, a seven-fold increase with no 
material deterioration in this ratio in a full turnaround year. As we begin to fund our share of the capital costs of 


Expansion 1, and to the extent that debt facilities are used to finance this expansion, ratios such as interest coverage 
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may fall from present levels; however, we intend to manage these levels to ensure our continued participation in 
Expansion 1 and other AOSP or Western-driven growth initiatives. Interest expense on a per barrel basis also 
decreased substantially due to the addition of reserves associated with Expansion | from previous years. We anticipate 
this ratio to increase somewhat as debt is placed on the balance sheet to fund our share of Expansion 1. Western 
believes all of its key growth initiatives can be supported by its financial performance and its ability to access 
capital markets. 


The following table summarizes our interest expense and average cost of debt for the past two fiscal years. 


INTEREST AND LONG-TERM DEBT FINANCING 


($ thousands, except as indicated) ; 2006 2005 


Interest Expense 


Interest Expense on Long-term Debt 46,190 54,324 
Interest on Obligations under Capital Lease 2,823 2,562 
Interest on Option Premium Liability 3,799 27) 
Total Financing Charges 52,812 58,165 


Long-term Debt Financing 


US$450 Million Senior Secured Notes 524,385 524,655 
Revolving and Senior Credit Facilities 77,000 41,000 
Total Long-term Debt 601,385 565,655 
Average Long-term Debt Level 583,520 661,638 


Ayerage Cost of Long-term Debt (2) 7.92% 8.21% 


(1) Under Canadian GAAP. the Senior Secured Notes are recorded in Canadian dollars at exchange rates in effect at each balance sheet date. Unrealized foreign 
exchange gains or losses are then included on the Consolidated Statement of Operations. 


(2) Calculated by dividing the interest expense on long-term debt by the average long-term debt balance outstanding during the year. 


Depreciation, Depletion and Amortization 


In 2006, Western recorded $61.6 million as depreciation, depletion and amortization expense compared to 
$50.7 million in 2005. This 21 per cent increase is primarily the result of two separate decisions to write-off early 
stage pilot projects. At the Joint Venture level, Western had a $9.4 million write-off relating to certain AOSP 
production optimization and profitability projects in the pre-feasibility stage (predominantly at the Mine) that 
were discontinued as future benefits were not conclusive. An additional write-off of $5.6 million occurred as a 
result of oil sands activities that Western independently pursued and, due to technical reasons, elected not to 
continue. Depletion is calculated on a unit of production basis for Western’s share of Project capital costs, while 
previously deferred financing charges are amortized on a straight-line basis over the remaining life of the debt 
facilities. The increase for 2006 is partially offset by the 14 per cent decrease in production in 2006 versus 2005 


as a result of the turnaround in the second quarter of 2006. 


DEPRECIATION, DEPLETION AND AMORTIZATION 


Year ended December 31 2006 2005 
($ thousands) $/bb1 ($ thousands) S/bbl 
Depreciation and Depletion 44,022 4.39 48,206 4.13 
Accelerated Depreciation and Depletion 14,979 1.49 = - 
Amortization MS) 0.25 2,532 0.22 
Total Depreciation, Depletion 
and Amortization 61,560 6.13 50,738 4.35 
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Foreign Exchange 
In 2006, WTI averaged US$66.22 per barrel compared to US$56.56 per barrel in 2005, representing a 17 per 


cent increase. This increase in WT is one factor, out of many, that may have contributed to the strengthening 
in the Canadian dollar relative to the US dollar. For Western, the negative impact of the foreign exchange rate 
increase on revenue was somewhat offset by lower interest costs expressed in Canadian dollars on our US dollar 
denominated Senior Secured Notes and a reduced liability (as measured in Canadian dollars) associated with this 
debt. In 2006, we recorded an unrealized foreign exchange gain of $0.2 million compared to a gain of $17.8 million 
in 2005 relating to the conversion of the Senior Secured Notes and option premium liability to Canadian dollars. 
As reference points, the noon-day closing foreign exchange rate on December 31, 2006 was $0.8581 US/Cdn 
compared to $0.8577 US/Cdn on December 31, 2005. In terms of average noon-day rates for the respective periods, 
fiscal 2006 was $0.8817 US/Cdn compared to $0.8254 US/Cdn for fiscal 2005. 


Income Taxes 


Western has significant tax pools totalling $1.4 billion that were accumulated in conjunction with our 20 per cent 
share of the construction costs for the Muskeg River Mine and Extraction Plant and the Scotford Upgrader. These 
tax pools will be used to offset future taxable income and extend the time horizon before Western pays cash taxes. 

As at December 31, 2006, Western recorded a future income tax liability of $73.1 million compared to 
$56.4 million at December 31, 2005. Western recognized approximately $16.7 million of future income tax expense 
during the year as we experienced profitable operations despite the nearly two-month turnaround. During 2006, 
no amounts were expensed for the Large Corporation Tax (2005, — $3.0 million) as this tax was eliminated in 
early 2006 by the federal government. No other current taxes are payable and our cash tax horizon is not expected 
to occur for several years as additional capital incurred for the construction of Expansion 1 contributes to the 


existing tax pools, thereby offsetting taxable income in future years beyond which current pools would cover. 


TAX POOLS 

December 31 ($ thousands) 2006 2005 
Canadian Exploration Expense 109,623 89,140 
Canadian Development Expense 39,994 23,657 
Cumulative Eligible Capital e570 Te25 
Capital Cost Allowance 175,892 126,001 
Accelerated Capital Cost Allowance 1,085,421 1,090,155 
Total Depreciable Tax Pools 1,418,300 1,336,878 
Loss Carry Forwards 9,055 14,000 
Financing and Share Issue Costs 359.02 9,596 
Total Tax Pools 1,431,257 1,360,474 


Net eacines 
Net earnings were $63.4 million ($0.39 per share) in 2006 compared to $149.4 million ($0.93 per share) in 2005. 


This year-over-year decrease is in large part due to the full turnaround completed during 2006, together with a 
$72.1 million unrealized risk management loss ($49.9 million after tax) associated with marking to market Western's 
strategic crude oil hedging program for 2007 through to 2009 compared to an unrealized risk management gain 
of $13.5 million in 2005 ($8.9 million after tax). Earnings for the year reflect $0.3 million of unrealized foreign 
exchange gains on our US$450 million Senior Secured Notes and option premium liability, a $72.1 million 
unrealized loss on risk management activities and a future income tax expense of $16.7 million. Earnings before 


interest, taxes, depreciation, depletion and amortization, stock-based compensation, accretion on asset retirement 
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UNREALIZED FOREIGN EXCHANGE EBITDAX EXCLUDING HEDGES 
GAIN/LOSS Gaile) 


500 
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[0] Total Unrealized FX Gain/Loss ($ millions) BB Hedging Loss 
= Year End Noon Rate ($) : [2] EBITDAX 
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obligation, foreign exchange gains and risk management gains were $276.9 million. Cash flow from operations, 
before changes in non-cash working capital, was $228.4 million ($1.42 per share) in 2006 compared to $244.2 million 
($1.52 per share) in 2005. Robust commodity prices, together with sustained reliable operations over the course 
of the year, excluding the effects of the full turnaround, resulted in substantial EBITDAX which was predominantly 
used to assist in the funding of early-stage capital for Expansion 1. 


NET EARNINGS 
December 31 ($ thousands) 2006 2005 2004 
Net Earnings | 63,370 149,449 19,452 
After Tax Impact of: 
Unrealized Risk Management (Gain)/Loss 49,927 (8,928) : 
Unrealized Foreign Exchange Gain (181) (14,810) (33,243) 
Net Earnings (Loss) Excluding Unrealized (Gain) Loss 113,116 IS AU (13,791) 
Net Earnings (Loss) Excluding Unrealized.(Gain) Loss Per Share ($) 
Basic 0.70 0.78 (0.09) 
Diluted 0.69 0.77 (0.09) 


Reconciliation: Net Earnings to EBITDAX 


The following table provides the reconciliation between net earnings attributable to common shareholders, cash 


flow from operations (before changes in non-cash working capital) and EBITDAX: 


December 31 (thousands) 2006 2005 2004 
Net Earnings Attributable to Common Shareholders 63,370 149,449 19,452 
Add (Deduct): 
Depreciation, Depletion and Amortization 61,560 50,738 44,515 
Accretion on Asset Retirement Obligation 1,256 562 47] 
Stock-based Compensation 12,083 3,149 967 
Impairment of Long-lived Assets - ~ 4,733 
Unrealized Foreign Exchange Gain (212) (17,803) (39,960) 
Unrealized Risk Management (Gain)/Loss 72S (13,450) = 
Future Income Tax Expense (Recovery) 16,668 70,956 (7,104) 
Interest Expense on Option Premium Liability 3,801 1,278 ~ 
Cash Settlement on Asset Retirement Obligations (91) (52) = 
Cash Settlement on Performance Share Units (2,104) (596) (30) 
Cash Flow From Operations, Before Changes 
in Non-Cash Working Capital 228,449 244,231 23,044 
Add (Deduct): 
Interest (excluding interest on Option Premium Liability) 46,216 56,887 61,154 
Realized Foreign Exchange Loss 163 2,242 1,610 
Current Taxes (Recovery) (107) 3,000 1,749 
Cash Settlement on Asset Retirement Obligations 91 De = 
Cash Settlement on Performance Share Units 2,104 596 30 
EBITDAX 276,916 307,008 87,587 


Please refer to page 56 for a discussion of Non-GAAP financial measures. 
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Quarterly Information 


The following table summarizes key financial information on a quarterly basis for the last two fiscal years. 


QUARTERLY INFORMATION 
($ millions, except per share amounts) Ql Q2 Q3 Q4 Total 
2006 
Net Revenue 139.2 95.6 206.2 189.0 630.0 
Capital Expenditures, Net BI) 55.8 96.4 We 301.3 
Long-term Debt ye 532.8 546.9 601.4 601.4 
Cash Flow from Operations (/ 47.8 (20.8) 110.5 ES | 228.4 
Cash Flow per Share (2/0 0.30 (0.13) 0.69 0.57 1.42 
Earnings (Loss) Attributable to 

Common Shareholders YO) (24.8) (23.0) 84.4 26.8 63.4 
Earnings (Loss) per Share 

Basic O7 (0.15) (0.14) 0.52 0.17 0.39 

Diluted 7 (0.15) (0.14) 0.52 0.16 0.39 
2005 
Net Revenue Oily 148.2 185.7 165.8 591.4 
Capital Expenditures, Net WS (12.9) 16.0 26.2 46.8 
Long-term Debt Tie: WDD SDS 565.7 505e7 
Cash Flow from Operations () 10.8 68.0 95.0 70.4 244.2 
Cash Flow per Share VOW 0.07 0.42 0.59 0.44 52 
Earnings (Loss) Attributable to 

Common Shareholders (1.9) 28.7 V8 43.3 149.4 
Earnings (Loss) per Share 

Basic (© (0.01) 0.18 0.50 0.27 0.93 

Diluted © (0.01) 0.18 0.49 0.27 0.92 
(1) Cash flow from operations is expressed before changes in non-cash working capital. \ 


(2) Cash flow per share is calculated as cash flow from operations divided by weighted average common shares outstanding, basic. 

(3) Includes unrealized foreign exchange gains(losses) on US$450 million Senior Secured Notes and Option Premium Liability: (QI — ($0.6) million, 
Q2 — $27.3 million, Q3 — ($0.1) million, Q4 — ($26.3) million). 

Includes unrealized risk management gains/(loss) on strategic crude oil program (QI — ($67.7) million, Q2 — ($44.5) million, Q3 — $33.3 million, 
Q4 — $6.8 million) 

Please refer to page 56 for a discussion of Non-GAAP financial measures. 
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Liquidity and Financial Position 


Western maintained a strong financial position in 2006, largely due to robust commodity prices during the majority 
of the year, combined with strong production in the months following the turnaround. It is important to note 
that this credit profile was maintained after considering the full impact of the plant turnaround, where little or 
no production was recorded for a portion of the second quarter, and while operating and capital costs of the business 
continued during this period. This financial position provides us with a solid foundation to finance our share of 


the capital costs associated with Expansion 1, while maintaining the base Project. 
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During 2006, Western's capital costs of $301.3 million were funded primarily through cash flow from 
operations of $228.4 million. The balance was funded by $36 million of incremental borrowings under the 
Revolving Credit Facility and working capital. Total amounts drawn under the Revolving Credit Facility were 
$77 million at year-end. At December 31, 2006, Western had $253 million in unused working capital capacity. 
A key barometer of the financial strength of a company is its debt to total capitalization ratio. For Western, this 
ratio has continued to improve from a high of 66 per cent in 2003 to 48 per cent in 2006. This level provides 
the basis for additional borrowings, should Western elect to do so, to fund upcoming capital initiatives including 
Expansion 1 of the AOSP and activities related to in-situ evaluation. 

Western implemented a strategic crude oil risk management program in the third quarter of 2005 which 
establishes a weighted average floor price of US$52.42 on 20,000 barrels per day of production from 2007 through 
to 2009. This program provides greater cash flow certainty during those years where significant AOSP capital 
expenditures for Expansion 1 are expected. Incremental debt may be required to fund future expansion phases 
and other initiatives as they arise. Throughout these expansion efforts, we expect to maintain a fiscally prudent 
capital structure which employs both-debt and potentially equity capital should the need arise. Western’s view is 
that it is well positioned to fund its 'share of the AOSP Expansion 1, together with future upstream expansions 
of the AOSP, while at the same time be in a position to finance growth associated with Western’s in-situ development, 


downstream initiative and Kurdistan opportunity. 


Debt Financing 


In 2006, Western maintained its US$450 million of Senior Secured Notes as they are non-callable with a maturity 
of May 1, 2012. We were also successful in amending our Revolving Credit Facility in May 2006. This amendment 
altered the nature of some of the covenants in the underlying credit agreement to facilitate the development of 
Western's key strategic initiatives. We did not increase the capacity of our Revolving Facility in 2006; however, 
the size of the current Facility is a function of the present value of our share of reserves from the AOSP. Under 
Western’s current debt capital structure, all bank borrowings rank in priority to the holders of Western's 
US$450 million Notes. Based on the reserve evaluation as at December 31, 2006, Western has full access to the 
$340 million limit under the Revolving Facility. Western anticipates it can fund the capital costs associated with 
the AOSP Expansion 1 through a combination of cash flow from operations and incremental borrowings and is 
actively evaluating various debt structures to accomplish this objective. 

Western benefited from the pricing amendment finalized in the fourth quarter of 2005 as underlying interest 
rates softened and Western carried minimal balances throughout the course of 2006. Western currently pays nil 
to 225 basis points over the bank’s prime lending rate, bankers acceptances or US Libor notes, as applicable, on 
amounts drawn under the Revolving Facility. At December 31, 2006, $77 million (December 31, 2005 — 
$41 million) had been drawn on this facility with $253 million in unused working capital capacity. Additionally, 
as at December 31, 2006, letters of credit issued in the amount of $9.6 million (December 31, 2005 — $8.9 million) 


were outstanding under the Revolving Credit Facility. 


Equity Financing 

Cash flow from operations, together with a modest increase in the Revolving Facility, was sufficient to fund the 
capital expenditures and working capital commitments during 2006. Western will continue to assess all forms of 
financing vehicles to ensure our capital structure leverages off the existing asset base in a prudent manner as we 
pursue an independent downstream integration opportunity for our share of bitumen production beyond 


Expansion 1, including both mineable and in-situ volumes. 
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6- Year 

Compounded 

Rate of Return 2001 2002 2003 2004 2005 2006 Rate of Return 
27% 27% 22% 42% 99% 18% 37% 


A $100 investment in Western made on December 31, 2000 was worth $689 at the end of December 2006. 
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The share performance graph compares the yearly change in the cumulative total shareholder return of a 
$100 investment made on December 31, 2000 in Western’s Common Shares with the cumulative total return of 
the S&P/TSX Total Return Composite Index and the S&P/TSX Capped Energy Index, assuming the reinvestment 
of dividends, where applicable, for the comparable period. Western has significantly outperformed, both indices 


since its inception with a compound ‘rate of return of 37 per cent. 


EQUITY CAPITAL 


At December 31 2006 


Issued and Outstanding: 


Common Shares 161,378,399 
Outstanding: 

Stock Options 3,633,264 
Fully Diluted Number of Shares 165,011,663 
Capital Expenditures 


Net capital expenditures totalled $301.3 million in 2006 compared to $46.8 million in 2005. Of this total, AOSP 
initiatives accounted for $251 million, including $187.4 million for Expansion 1 which includes $2.8 million in 
capitalized interest. Under the terms of the Joint Venture Agreement, Western is responsible for its 20 per cent 
share of the capital costs related to Expansion 1. Western also incurs capital expenditures related to the evaluation 
of in-situ leases for its operated properties as well as Chevron’s Ells River Project, both of which are included in 
the Joint Venture pursuant to the AMI. Capital expenditures of $15.2 million related to WesternZagros’ initiative 
in Kurdistan were also incurred in 2006. The AOSP, and the expansion plans associated with this asset, will continue 
to drive Western’s capital expenditures going forward, particularly as the AOSP embarks on its continuous 


construction expansion strategy. 


December 31 ($ millions) 2006 2005 
Project Related Capital 

Profitability Capital, Production Optimization and Mobile Equipment 42.7 Bile? 

Growth Initiatives 184.6 14.6 

Sustaining Capital 23.8 5.8 
Total Project Related Capital Msyilalt 51.6 
Kurdistan Project IS? 9.5) 
In-situ Projects (Ells River and Western-operated) 2530 0.8 
Business Development and General Corporate Expenditures 3.4 3.0 
Capitalized Insurance Costs 3.8 4.4 
Capitalized Interest 2.8 - 
Gross Capital Expenditures 301.3 69.4 
Insurance Proceeds - (22.5) 
Net Capital Expenditures 301.3 46.8 
Analysis of Cash Resources 


Cash balances totalled $3.1 million at the end of 2006, slightly lower than the $5.6 million as at December 31, 
2005. Cash inflows included net operating cash flow of $228.4 million, drawdowns of long-term debt of 
$36.0 million, equity proceeds of $4.9 million from the exercise of stock options and a working capital decrease 
of $30.8 million. Cash outflows included capital expenditures of $301.3 million and obligations under capital 


leases of $1.3 million. 
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2006 CAPITAL EXPENDITURES 
($ millions) 


ZA AOSP — Expansion 1 
| AOSP — Base Project 8] In-situ 

i Other Corporate Ey AOSP — Capitalized 
fa Capitalized Insurance Interest — Expansion 1 


| Kurdistan 


2006 CASH USES AND SOURCES 
($ millions) 


Opening Cash Cash Flow — Working Capital Incremental Equity Capital Closing Cash 
Balance from Operations Decrease Debt Issuances Expenditures Balance 
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Modest draws under the Revolving Facility were necessary to fund Western's share of capital expenditures 
during 2006. Additional capital expenditures are anticipated as construction of Expansion 1 accelerates. Western’s 
2007 capital expenditure program is forecasted to be $715 million, which will be funded in part by cash flow 
from operations and existing bank lines. It it likely that additional sources of funding will be required to provide 
for any shortfall in cash requirements for 2007, as well as subsequent years leading up to the completion of 
Expansion 1. Western also anticipates several years of negative free cash flow, which is the difference between cash 
flow from operations less capital expenditures. Western will critically assess and determine the most attractive 


financing structures to bridge this financing gap. 


Contractual Obligations and Commitments 


Western has assumed various contractual obligations and commitments in the normal course of its operations. 
Summarized below are significant financial obligations as of February 22, 2007, and represent future cash payments 
required under existing contractual agreements. Western has entered into these agreements either directly or as 
an Owner in the Joint Venture. Feedstocks are included in the table below to comply with continuous disclosure 
obligations in Canada; however, Western could sell these products back to the market and eliminate any negative 


impact in the event of operational curtailments. 


CONTRACTUAL OBLIGATIONS AND COMMITMENTS 


Payments Due By Period 


($) <I Year 1 —3 Years 4—5 Years After 5 Years Total 
US$450 Million Senior Secured Notes = = — 524,385 524,385 
Revolving Credit Facility - — - 77,000 77,000 
Obligations Under Capital Lease 1,341 2,680 2,680 42,227 48,928 
Option Premium Liability 25) fal 69,775 - = 95,426 
Feedstocks 106,352 39,612 20,726 58,727 225,417 
Pipelines and Utilities 33,300 78,801 86,347 558,641 757,089 
Mobile Equipment Lease 5,242 32,174 8,625 - 46,041 
Exploration Work 8,728 500 - - 9,228 
Total Contractual Obligations 180,434 223,542 118,378 1,260,980 1,783,334 


(1) The Revolving Credit Facility is a three-year bank facility maturing on October 31, 2009, extendible annually at the lenders’ discretion. Management 
considers this to be part of our long-term capital structure. 
(2) In addition, we have an obligation to fund Western’ share of the Projects Pension Fund and have made commitments related to our risk management 


program: see Notes 17 and 18, respectively, of the Consolidated Financial Statements. 


Insurance Claims 


At the end of 2006, Western had only one large claim outstanding, namely, $200 million pursuant to our Cost 
Overrun and Project Delay Policy, commonly referred to as Section IV. In the second quarter of 2005, the Joint 
Venture was successful in settlement proceedings with the named insurers on Section III in the amount of 
$220 million ($44 million net to Western). To date, Western has received $19.4 million of its share of this settlement 
amount as certain insurers on Section III are also named insurers on Section IV, and they have withheld insurance 
proceeds payable to Western. Western is optimistic that it will receive the outstanding amounts upon conclusion 
of Section IV arbitration proceedings. Costs and premiums associated with Section III were capitalized as Western 
was pre-commercial operations at that time and, as such, amounts received pursuant to this settlement were reported 
as a reduction in capital assets. Similar to Section III, there are amounts being withheld by certain insurers relating 
to the January 6, 2003 physical property damage claim, commonly referred to as Section I. To date, Western has 


received $16.1 million on this claim, with $19.4 million outstanding. 
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Arbitration proceedings under the terms of Section IV of Western’s Cost Overrun and Project Delay 
insurance policy continue with formal hearings expected to commence during 2007. A judgement is expected 
subsequent to this process, although Western makes no representations as to the timing or results of this arbitration. 
In preparation of the arbitration process, several examinations for discovery have been conducted with key 
individuals over the last several months. In order to preserve Western's rights regarding this policy, Western filed 
insurance claims for the full limit of the policy, namely $200 million, and Western will also be seeking interest 
and punitive and aggravated damages. ) 

Due to the proceedings with Section IV, amounts that were previously settled at the Joint Venture level, 
but where common carriers exist on Western's proprietary policy, have not yet been paid to our pro rata share. 
With the addition of Section 1 (fire and freeze damage), Section III (Joint Venture delay and start-up) and 
Section IV, Western has a total of $244 million ($1.52 per share) outstanding in insurance claims. Other than 
amounts collected up to December 31, 2006, no outstanding amounts are recorded in Western's financial statements 


nor are they included in any of our financing strategies. 


Flow-through Shares 


In connection with the issuance of flow-through shares in 2001 and 2002, Western renounced Canadian exploration 
expenses in the aggregate amount of $29.2 million and $19.5 million, respectively. Under the mechanics of 
renouncing qualifying expenditures pursuant to flow-through shares, individual shareholders can reduce their 
income subject to personal income taxes. Commencing in the latter part of the year, discussions were held between 
the AOSP and the Canada Revenue Agency (“CRA”) regarding the proper characterization of certain expenditures 
included in the Canadian exploration expenses in those years. If the CRA successfully asserts a change in the 
characterization of these expenditures, any resulting reduction in the renunciations could impact Western’s 
obligations under the indemnity provisions in the subscription agreements and in turn, will impact Western's 
reported results. The subscription agreements for such flow-through shares stipulate that Western has indemnified 
subscribers for an amount equal to the tax payable and any associated interest by the subscribers if such renunciations 


are reduced under the Income Tax Act (Canada). 


Fourth Quarter 2006 


The completion of the first full turnaround at both the Mine and the Upgrader in the second quarter of 2006 
set the stage for strong production in the latter half of 2006. Fourth quarter production averaged 35,500 barrels 
per day net to Western, representing the second consecutive quarter of significant production volumes. Production 
in the fourth quarter nearly eclipsed the record set in the third quarter of 2005, where production averaged 
35,600 barrels per day net to Western. 

During the fourth quarter, cash flow from operations of $91.1 million financed virtually all the capital 
expenditures during the quarter; however, both underlying crude prices and heavy crude oil differentials contributed 
to lower overall price realizations. Crude oil averaged US$60.21 per barrel, considerably lower than the average 
crude prices experienced in the prior three quarters. The crude oil heavy differential widened to approximately 
35 per cent of WTI compared to the prior two quarters, where observed differentials approximated 26 per cent 
to 28 per cent of WTI. As underlying crude oil prices decline, there is a corresponding decrease in Western’s cash 
flow and profitability since Western's revenues are sensitive to fluctuations in crude oil prices. 

A weakening of the US/Cdn exchange rate, which results in more Canadian funds received on US 
denominated crude sales, partially offset the negative impacts of the changes in crude oil prices and the heavy oil 
differential. The average exchange rate for the fourth quarter was US/Cdn$0.8778 compared to US/Cdn$0.8919 
for the third quarter of 2006. Due to these factors, Western’s sales price realizations totalled $55.08 per barrel in 
the fourth quarter compared to $67.42 per barrel for the third quarter. In the fourth quarter of 2006, operating 


he 
j 
‘ 
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costs were reduced to $20.12 per processed barrel compared to $22.38 per processed barrel in the third quarter. 
This reduction in per unit costs is largely the result of increased production in the fourth quarter compared to 
the previous quarter which provides greater economies of scale, partially offset by a six per cent increase in underlying 
natural gas prices in the fourth quarter. AECO gas closing settlement prices averaged $6.44 Cdn/mcf for the fourth 
quarter compared to $6.10 Cdn/mef-for the third quarter. 


Outlook for 2007 


Western cautions readers and prospective investors of our securities not to place undue reliance on forward-looking 
information as by its nature, this information is based on current expectations regarding future events that involve 
a number of assumptions, inherent risks and uncertainties, which could cause actual results to differ materially 
from those anticipated by Western. These risks include, but are not limited to, risks of commodity prices in the 
marketplace for crude oil and natural gas; risks associated with the extraction, treatment and upgrading of mineable 
oil sands deposits; risks surrounding the level and timing of capital expenditures required to fulfill the Project’s 
growth strategy; risks of securing adequate and timely downstream solutions for future volumes; risks of financing 
these growth initiatives at commercially attractive levels; risks of being unable to participate in expansion and 
corresponding loss of voting rights in the AOSP; risks relating to the execution of the Project’s optimization or 
expansion strategy; risk that the other Joint Venture Owners may not meet their obligations to the Project, expansions 
thereof or related agreements with Western; risk that the other Joint Venture Owners may not agree with Western 
on matters relating to the Project including Expansion 1; risks involving the uncertainty of estimates involved in 
the reserve and resource estimation process and ore body configuration/geometry, uncertainty in the assessment 
of asset retirement obligations, uncertainty in the estimation of future income taxes, and uncertainty in treatment 
of capital for royalty purposes; risks surrounding health, safety and envirenmental matters; risk of foreign exchange 
rate fluctuations; risks and uncertainties associated with securing the necessary regulatory approvals for expansion 
initiatives; risk of changes in governmental regulation that could affect the viability of the Project; risks surrounding 
major interruptions in operational performance together with adequacy and timeliness of insurance coverage thereto; 
risks associated with political and regulatory instability in Kurdistan; risks associated with ratification of the EPSA 
including the possibility of changes to its terms; and risks associated with identifying, negotiating and completing 
our other business development activities, both those that relate to oil sands activities and those that do not, either 
domestically or abroad. 

For 2007, Western remains focused on its key initiatives: the AOSP and the execution of Expansion 1; 
in-situ evaluation and development of both Western’s in-situ leases and the Chevron-operated Ells River Project; 
evaluating and identifying downstream integration opportunities; and supporting WesternZagros as it pursues its 
initiative in Kurdistan. 

Western’s 2007 capital budget is $715 million, $655 million of which relates directly to the AOSP, 
$35 million is budgeted for in-situ exploration and development for both Chevron’s and Western’s in-situ leases, 
$20 million is directed to WesternZagros’ initiative in Kurdistan and $5 million is allocated to other corporate 
capital items. Of the total budget, $555 million or 78 per cent is allocated to Expansion 1 of the AOSP. Capital 
expenditures relating to Expansion 1 are expected to continue to grow over the next couple of years as development 
efforts accelerate. Western anticipates its share of production from the AOSP to average approximately 33,000 
to 35,000 barrels per day in 2007. Western is evaluating capitalization strategies and structures in order to fund 
our share of forecasted capital expenditures which, for AOSP Expansion 1, is anticipated to be comprised solely 
of cash flow from operations together with incremental borrowings. If commodity prices continue to weaken as 


observed in the early part of 2007, Western's strategic hedging program implemented in fall of 2005 provides 
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downside protection on the majority of our 2007 production and maintains a base level of cash flow. This program 
is monitored on an ongoing basis to ensure its specific components continue to achieve the overall objectives. 

Western anticipates research and business development expenses to be approximately $67 million in 2007, 
with 52 per cent of this amount dedicated to projects at the Joint Venture level. The balance is earmarked for 
technology efforts which may benefit mining and in-situ extraction and recovery techniques, assessments and reviews 
associated with identifying a downstream opportunity for Western's share of bitumen production, in-situ 
development and corporate administrative expenses stemming from efforts in Kurdistan. 

In 2007, Western will continue to pursue downstream integration opportunities to maximize value from 
its growing oil sands resources and undeveloped acreage position. Related to these initiatives, Western intends to 
explore and pursue alternatives that enhance the full value of our assets and future growth potential. This may 
result in an acquisition or sale of assets, merger or other corporate transaction. Western's advisors, Goldman, Sachs 
& Co. and TD Securities Inc. will be assisting in these activities which may involve contacting third parties. There 
can be no assurances that any of these activities will result in the consummation of an agreement or transaction 


or result in any change to Western’s current ongoing business strategy. 


Future Expansions 


Subsequent to year end, on January 24, 2007, Western announced future growth plans for the AOSP with proposed 
permit applications that would enable production from Expansions 3 through 5 of the Project. These plans would 
see mineable production increasing to approximately 770,000 barrels per day or 154,000 barrels per day net to 
Western. These volumes, together with anticipated production of in excess of 50,000 barrels per day from in-situ 
development would increase Western’s share of total bitumen production to more than 200,000 barrels per day 
over the next 15 to 20 years. We also see potential for mining expansions, beyond Expansion 5, based on the 
resource potential of the unevaluated leases associated with the AOSP. 

Seeking early stakeholder and regulator support is fundamental to the AOSP’s growth strategy. The public 
disclosure documents were issued in order to start the process of the AOSP’s next phase of oil sands development, 
including the proposed Jackpine Mine Expansion, and an additional mine, called Pierre River Mine, on the west 
side of the Athabasca River. The AOSP’s growth strategy includes the approved Muskeg River Mine permit at 
270,000 barrels per day and the approved Jackpine Mine permit at 200,000 barrels per day. The Jackpine Mine 
Expansion is a proposed expansion of the Jackpine Mine to 300,000 barrels per day, representing Expansions 1 
through 3. The Pierre River Mine represents Expansions 4 and 5, initially on Leases 9 and 17. Actual timing for 
these expansion projects will depend on market conditions, key economic indicators, the ability to meet sustainable 


development criteria and the outcome of the regulatory process. 


Risk and Success Factors Relating to Western 


Western faces a number of risks that we need to manage in conducting our business affairs. The following discussion 
identifies some of our key areas of exposure and, where applicable, sets forth measures undertaken to reduce or 


mitigate these exposures. A complete discussion of risk factors that may impact our business is provided in our 
Annual Information Form. 


a ee 
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Financial Risks 


The following table details the sensitivities of Western’s cash flow and net earnings per share to certain relevant 


operating factors of the Project for 2007. 


SENSITIVITY ANALYSIS 
Basic Normalized 

Cash Flow Cash Flow Earnings Earnings 
Variable Base Case Variation ($ millions) per Share ($) ($ millions) per Share ($) 
Production (bb/s/d) 34,000 1,000 bbls/day IS eiy 0.12 ieeyso 0.07 
Oil Prices $60.00 US$1.00 12.02 0.07 VD 0.05 
Non-Gas Operating Costs $16.53 $1.00/bbl 12.60 0.08 8.64 0.05 
Gas Prices S Jf $0.10/mef 0.80 0.00 0.51 0.00 
Foreign Exchange (2? $ 0.87 US/Cdn $0.01 ILE 0.04 6.22 0.04 


(1) Each $1.00 per thousand cubic feet change in gas price results in a change of $0.50 per barrel in operating cost. 
(2) Excludes unrealized foreign exchange gains or losses on long-term monetary items. The impact of the Canadian dollar strengthening by US$0.01 would 
increase net earnings by $4.1 million based on December 31, 2006, US dollar denominated debt levels. 


Western's financial results depend on, amongst other factors, the prevailing price of crude oil and the 
US/Cdn currency exchange rate. Oil prices and currency exchange rates fluctuate significantly in response to supply 
and demand factors beyond our control, which could have an impact on future financial results. Any prolonged 
period of low oil prices could result in a decision by the Joint Venture Owners to suspend or reduce production. 
Any such suspension or reduction of production would result in a corresponding decrease in our future revenues 
and earnings and could expose Western to significant additional expense as a result of certain long-term contracts. 
In addition, because natural gas comprises a substantial part of variable operating costs, any prolonged period of 
high natural gas prices could negatively impact our financial results. Hedging activities could result in losses or 
limit the benefit of certain commodity price increases. 

Western's debt level and restrictive covenants will have an important impact on our future operations. 
Our ability to make scheduled payments or to refinance our debt obligations depends on our financial and operating 
performance which, in turn, depends on prevailing industry and general economic conditions beyond our control. 
There can be no assurance that our operating performance, cash flow, and capital resources will be sufficient to 
repay our debt and other obligations in the future. 

To mitigate Western's exposure to these financial risks and provide a stable financial footing as we enter 
Expansion 1 of the AOSP, we completed a strategic crude oil risk management program. The overriding objective 
of the risk management program was to ensure the ability to fund significant capital expenditures in the event of 
a precipitous drop in the crude oil price. The program itself is a series of put and call options. Western purchased 
puts at various levels and financed the cost of these puts, in part, by selling call options on lower volumes over 
the same time period. The net cost of the program was US$3.74 per put barrel. All options bought and sold were 
executed on a deferred basis. Hence, Western made no upfront cash payment for these options but will do so as 
each monthly option expires. Western deferred the options in order to properly match the underlying cash flow 
but, more importantly, the implicit interest rate within the deferred options pricing was lower than Western's 


incremental borrowing rate. An interest expense associated with this program is a result of this deferral strategy. 
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The program is summarized as follows: 
Period (calendar year) 


2007 2008 2009 

Put options purchased (66/s/d) 20,000 20,000 20,000 
Call options sold (6b4/d) 10,000 15,000 15,000 
Average put strike price (US$/bb1) S250 BAe) 50.50 
Average call strike price (US$/bb1) : 92.50 94.25 90.50 
($ thousands) ; 2006 2005 
Risk Management Asset — Beginning of Period 98,426 ~ 
Net Premium = 84,976 
Unrealized Gain (Loss) on Risk Management Asset (72,118) 13,450 
Risk Management Asset — End of Period 26,308 98,426 
Less: Current Portion 7,601 = 
18,707 98,426 


Western is required to finance its share of the Project’s operating costs in light of a volatile commodity price 
environment and ramp-up challenges. Should insufficient cash flow be generated from operations, additional financing 
may be required to fund capital projects and future expansion projects. If there is a business interruption, Western 


may require additional financing to fund its activities until Business Interruption Insurance proceeds are received. 
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Operational and Business Risks 


Western currently has only one producing asset. As such, the vast majority of our capital expenditures is directly 
or indirectly related to oil sands construction, development and expansion, with all of our operating cash flow 
derived from oil sands operations. 

Western is subject to the operational risks inherent in the oil sands business. Any unplanned operational 
outage or slowdown can impact production levels, costs and financial results. Factors that could influence the 
likelihood of this include, but are not limited to, uncertainties within the ore body, extreme weather conditions 


and mechanical difficulties. 
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Western sells its share of synthetic crude oil production to refineries in North America. These sales compete 
with the sales of both synthetic and conventional crude oil. Other suppliers of synthetic crude oil exist and there 
are several additional projects being contemplated. If undertaken and completed, these projects may result in a 
significant increase in the supply of synthetic crude oil to the market. In addition, not all refineries are able to 
process or refine synthetic crude oil.. There can be no assurance that sufficient market demand will exist at all 
times to absorb Western's share of the Project’s synthetic crude oil production at economically viable prices. 

As an Owner in the AOSP, Western actively participates in operational risk management programs 
implemented by the Joint Venture to mitigate the above risks. Western’s exposure to operational risks is also managed 
by maintaining appropriate levels of insurance. To that end, in October 2006, Western placed US$900 million 
of Property and Business Interruption Insurance, up from US$800 million in 2005 as well as US$100 million 
of Liability Insurance to protect our ownership interest against losses or damages to the owners’ facilities, to preserve 
our operating income and to protect against our risk of loss to third parties. 

The Project depends on successful operation of facilities owned and operated by third parties. The Joint 
Venture Owners are party to certain agreements with third parties to provide for, among other things, the following 
services and utilities: 

| Pipeline transportation is provided through the Corridor Pipeline; 

| Electricity and steam are provided to the Mine and the Extraction Plant from the Muskeg River cogeneration 
facility; 

| Transportation of natural gas to the Muskeg River cogeneration facility is provided by the ATCO pipeline; 

| Hydrogen is provided to the Upgrader from the HMU and Dow Chemicals Canada Inc., or Dow; and 

| Electricity and steam are provided to the Upgrader from the Upgrader cogeneration facility. 

All of these third-party arrangements are critical to the successful operation of the Project. Disruptions 
related to these facilities could have an adverse impact on future financial results. 

Western may be faced with competition from other industry participants in the oil sands business. This 
could take the form of competition for skilled people, increased demands on the Fort McMurray infrastructure 
(housing, roads, schools, etc.), or higher prices for the products, equipment and services required to operate and 
maintain the plant. The Joint Venture has significant expansion plan, and the strong working relationships the 

‘ Project has developed with the trade unions will be an important factor in its future activities. The Joint Venture’s 
relationship with its employees and provincial building trade unions is important to its future because poor 
productivity and work disruptions may adversely affect the Project — whether in construction or in operations. 

In 2006, WesternZagros, a wholly-owned subsidiary of Western, announced an initiative to explore for 
conventional oil and gas in the Federal Region of Kurdistan, in northern Iraq. Oil and gas exploration activities 
have their own inherent risks. However, risks regarding this initiative are heightened due to the political and 
economic instability in Iraq. Agreements between the central government an the regional provinces have yet to 


been finalized, including the petroleum law, which results in risks related to legal, regulatory and tax environments. 


Environmental Risks 


Canada is a signatory to the United Nations Framework Convention on Climate Change and has ratified the 
Kyoto Protocol established thereunder to set legally binding targets to reduce nationwide emissions of carbon 
dioxide, methane, nitrous oxide and other so-called “greenhouse gases”. The Project may be a significant producer 
of some greenhouse gases covered by the treaty. The Government of Canada has put forward a Climate Change 
Plan for Canada which suggests further legislation will set greenhouse gases emission reduction requirements for 
various industrial activities, including oil and gas production. Future federal legislation, together with existing 


provincial emission reduction legislation, such as in Alberta’s Climate Change and Emissions Management Act, 


PAGE 56 WESTERN O/JL SANDS MD&A ANNUAL REPORT 06 


may require the reduction of emissions and/or emissions intensity from the Project. The direct or indirect costs 
of such legislation may adversely affect the Project. There can be no assurance that future environmental approvals, 
laws or regulations will not adversely impact the Owners’ ability to operate the Project or increase or maintain 
production or will not increase unit costs of production. Equipment from suppliers that can meet future emission 
standards or other environmental requirements may not be available on an economic basis, or at all, and other 
methods of reducing emissions to required levels may significantly increase operating costs or reduce output. 

Western will be responsible for compliance with terms and conditions set forth in the Project’s environmental 
and regulatory approvals and all laws and regulations regarding the decommissioning and abandonment of the 
Project and reclamation of its lands. The costs related to these activities may be substantially higher than anticipated. 
It is not possible to accurately predict these costs since they will be a function of regulatory requirements at the 
time and the value of the equipment salvaged. In addition, to the extent Western does not meet the minimum 
credit rating required under the Joint Venture Agreement, we must establish and fund a reclamation trust fund. 
Western currently does not hold the minimum credit rating. Even if we did hold the minimum credit rating, in 
the future, it may be determined that it is prudent, or be required by applicable laws or regulations, to establish 
and fund one or more additional funds to provide for payment of future decommissioning, abandonment and 
reclamation costs. Even if we conclude that such a fund is prudent or required, we may lack the financial resources 
to do so. 

- The Joint Venture Owners have established programs to monitor and report on environmental performance 
including reportable incidents, spills and compliance issues. In addition, comprehensive quarterly reports are 
prepared covering all aspects of health, safety and sustainable development on Lease 13 and the Upgrader to ensure 
that the Project is in compliance with all laws and regulations and that management are accountable for performance 


set by the Joint Venture Owners. ~ 


Non-GAAP Financial Measures 


Western includes cash flow from operations per share, netback per barrel, net earnings excluding unrealized gain/(loss), 
net earnings excluding unrealized gain/(loss) per share and earnings before interest, taxes, depreciation, depletion 
and amortization, stock-based compensation, accretion on asset retirement obligation, foreign exchange gains and 
risk management gains (“EBITDAX”) as investors may use this information to better analyze our operating 
performance. Western also includes certain per barrel information, such as realized crude oil sales price and operating 
costs, to provide per unit numbers that can be compared against industry benchmarks, such as the Edmonton 
PAR benchmark. The additional information should not be considered in isolation or as a substitute for measures 
of operating performance prepared in accordance with Canadian Generally Accepted Accounting Principles 
(“GAAP”). Non-GAAP financial measures do not have any standardized meaning prescribed by Canadian GAAP 
and are therefore unlikely to be comparable to similar measures presented by other issuers. Management believes 
that, in addition to Net Earnings (Loss) per Share and Net Earnings (Loss) Attributable to Common Shareholders 
(both Canadian GAAP measures), cash flow from operations per share, normalized net earnings, normalized 
net earnings per share and EBITDAX provide a better basis for evaluating its operating performance, as they 
both exclude fluctuations on the US dollar denominated Senior Secured Notes, risk management gains (losses) 
and certain other non-cash items, such as depreciation, depletion and amortization, and future income tax 


recoveries. In addition, EBITDAX provides a useful indicator of our ability to fund financing costs and any future 


capital requirements. 
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Critical Accounting Estimates 


Western's critical accounting estimates are defined as those estimates that have a significant impact on the portrayal 
of its financial position and operations and that require management to make judgments, assumptions'and estimates 
in the application of Canadian GAAP. Judgments, assumptions and estimates are based on historical experience 
and other factors that Management believe to be reasonable under current conditions. As events occur and additional 
information is obtained, these judgments, assumptions and estimates may be subject to change. Our critical 
accounting policies and estimates have been reviewed and approved by our Audit Committee, in consultation 
with Management. We believe the following are the critical accounting estimates used in the preparation of our 
Consolidated Financial Statements. Our significant accounting policies can be found in note 2 to the Consolidated 


Financial Statements. 


Property, Plant and Equipment (“PP&E”) 


Western capitalizes costs specifically related to the acquisition, exploration, development and construction of the 
Project and other initiatives. This includes interest, which is capitalized during the construction and start-up phase 
for each project. Conventional crude oil and in-situ properties are accounted for in accordance with the full cost 
method, whereby all costs associated with the acquisition of, exploration for and the development of crude oil 
and in-situ reserves, including asset retirement obligations are capitalized and accumulated within cost centres on 
a country-by-country basis. Such costs include land acquisition, geological and geophysical activity, drilling and 
testing of productive and non-productive wells, carrying costs directly related to unproved properties, major 
development projects and administrative costs directly related to exploration and development activities. 
Depletion on crude oil properties is provided over the life of proved and probable reserves on a unit of 
production basis and commences when the facilities are substantially complete and after commercial production 
has begun. Other PP&E assets are depreciated on a straight-line basis over their useful lives, except for lease acquisition 
costs and certain Mine assets, which are amortized and depreciated over the life of proved and probable reserves. 
Reserve estimates can have a significant impact on earnings, as they are a key component to the calculation of 
depletion. A downward revision in the reserve estimate would result in increased depletion and a reduction of earnings. 
PP&E assets are reviewed for impairment whenever events or conditions indicate that their net carrying 
amount may not be recoverable from estimated future cash flows. If an impairment is identified the assets are 
written down to the estimated fair market value. The calculation of these future cash flows are dependent on a 
number of estimates, which include reserves, timing of production, crude oil price, operating cost estimates and 


foreign exchange rates. As a result, future cash flows are subject to significant Management judgment. 


Derivative Financial Instruments 


Financial instruments that do not qualify as hedges or have not been designated as hedges under Accounting 
Guideline 13, are recorded using the mark-to-market method of accounting, whereby instruments are recorded 
in the Consolidated Balance Sheet as either an asset or a liability with changes in fair value recognized in net 
earnings. The fair values of such financial instruments are based on an estimate of the amounts that would have 
been received or paid to settle these instruments prior to maturity. Financial instruments that do qualify as hedges 
under Accounting Guideline 13, and are designated as hedges, are not recognized on the Consolidated Balance 


Sheet and gains and losses on the hedge are deferred and recognized in revenues in the period the hedge sale 


transaction occurs. 
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Asset Retirement Obligation 


Western recognizes an asset and a liability for asset retirement obligations in the period in which they are incurred 
by estimating the fair value of the obligation. We determine the fair value by first estimating the expected timing 
and amount of cash flow, using third-party costs that will be required for future dismantlement and site restoration, 
and then calculating the present value of these future expenditures using a credit adjusted risk free rate appropriate 
for Western. Any change in timing ar amount of the cash flow subsequent to initial recognition results in a change 
in the asset and liability, which then impacts the depletion on the asset and the accretion charged on the liability. 
Estimating the timing and amount of third-party cash flow to settle this obligation is inherently difficult and is 


based on Management's current experience. 


Stock-based Compensation Plans 


Western recognizes stock-based compensation as part of general and administrative expense in the Consolidated 
Statements of Operation for all common share options (“options”) and Performance Share Units (“PSU's”) after 
January 1, 2003, with a corresponding increase in Contributed Surplus in the Consolidated Balance Sheets. The 
expense is based upon the fair value of the options and PSU’s determined at the grant date utilizing the Black- 
Scholes option pricing model and the Monte-Carlo Simulation model, respectively. Western also has a Deferred 
Share Unit Plan which is accounted for on a mark-to-market basis, whereby a liability and compensation expense 
are recorded for each period based upon the number of Deferred Share Units outstanding and the current market 
price of Western’s shares. 

Western, as an owner of the AOSP. shares in the related costs associated with the AOSP’s stock-based 
compensation plans. The AOSP’s plans involve Stock Appreciation Rights which may require settlement with 
cash payments. The expense recognized as part of operating expense in the Consolidated Statements of Operations 
and as part of Accounts Payable and Accrued Liabilities in the Consolidated Balance Sheets is determined at the 


balance sheet date based upon the Black-Scholes option pricing model. 


Income Tax 


Western follows the liability method of accounting for income taxes whereby future income taxes are recognized 
based on the differences between the carrying values of assets and liabilities reported in the Consolidated Financial 
Statements and their respective tax basis. Future income tax assets and liabilities are recognized at the tax rates at 
which Management expects the temporary differences to reverse. Management bases this expectation on future 
earnings, which require estimates for reserves, timing of production, crude oil price, operating cost estimates and 


foreign exchange rates. As a result, future earnings are subject to significant Management judgment and changes. 


Employee Future Benefits 


Western, as an owner of the AOSP, has a defined benefit pension plan for employees of the AOSP. Costs associated 
to this plan are determined using the projected benefit method prorated on length of service and reflects the AOSP’s 
best estimate of expected plan investment performance, salary escalation, retirement ages of employees, withdrawal 
rates and mortality rates. Expected return on plan assets is based on the fair value of those assets and the obligation 
is discounted using a market interest rate at the beginning of the year based on high quality corporate debt 
instruments. Pension expense includes the cost of pension benefits earned during the current year, the interest 
cost on the pension obligations, the expected return on pension plan assets, the amortization of adjustments arising 
from pension plan amendments and the excess of the net actuarial gain or loss over 10 per cent of the greater of 
benefits obligation and the fair value of plan assets. 
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Arrangements Containing a Lease 


Western, through its 20 per cent ownership interest in AOSP, is party to a number of long-term third-party 
arrangements to provide for pipeline transportation of bitumen and upgraded products, and to provide electrical 
and thermal energy. With the issuance of the Emerging Issues Committee Abstract 150 (“EIC-150”), we are required 
to determine whether any arrangements agreed to, committed to, or modified after January 1, 2005 contain a 
lease that is within the scope of CICA Section 3065 “Leases”. To date, none of these long-term third-party contracts 
were agreed to, committed to, or modified after January 1, 2005 and, therefore, we are not required to consider 
whether they contain a lease that is within the scope of CICA Section 3065. However, the AOSP or Western may 
request modification of these agreements in the future to meet certain requirements related to the AOSP growth 
plans. Any modifications may result in certain of these long-term third-party arrangements being treated as capital 


leases, thereby, increasing both Western's assets and liabilities on its Consolidated Balance Sheet. 


Changes in Accounting Policy 


Stock-based Compensation for Employees Eligible to Retire Before the Vesting Date 


For the year ending December 31, 2006, Western retroactively adopted Emerging Issues Committee Abstract 162 
(“EIC-162”). EIC-162 requires the Corporation to recognize stock-based compensation expense for awards granted 
to employees eligible for retirement under stock-based compensation plans that contain provisions that allow an 
employee to continue vesting in an award in accordance with the stated vesting terms after the employee has retired. 
During 2006, the Corporation amended the stock option and performance share unit plans allow an employee 
to continue vesting in an award in accordance with the stated vesting terms after the employee has retired and, 
accordingly, stock-based compensation expense of $3.6 million has been included in general and administrative 
expense, representing the additional compensation expense recognized for employees eligible for retirement during 
the vesting period. There is no impact to the Consolidated Financial Statements as at December 31, 2005 as no 


such retirement provisions existed during this period. 


Non-monetary Transactions 


On January 1, 2006, Western prospectively adopted CICA Handbook Section 3831, “Non-Monetary Transactions” 
which replaces Section 3830, “Non-Monetary Transactions”. Section 3831 establishes standards for the measurement 
and disclosure of non-monetary transactions. Section 3830 prescribes that exchanges of non-monetary transactions 
should be measured based on the fair value of the assets exchanged, while providing an exception for non-monetary 
exchanges in transactions which do not result in the culmination of the earnings process. Section 3831 eliminates 
this exception provided in Section 3830 and replaces it with an exception for exchanges of non-monetary assets 
that do not have commercial substance. A transaction has commercial substance when the entity’s future cash 
flows are expected to change significantly as a result of the transaction. There is no impact on the Consolidated 
Financial Statements as Western did not have exchanges of non-monetary transactions after January 1, 2006 within 


the scope of Section 3831. 


Implicit Variable Interests under AcG-15 
On January 1, 2006, Western adopted Emerging Issues Committee Abstract 157 (“EIC-157”). EIC-157 requires 


that a reporting enterprise consider whether it holds an implicit variable interest in the Variable Interest Entity 
(“VIE”) or potential VIE. The determination of whether an implicit variable interest exists should also be based 
on whether the reporting enterprise may absorb variability on the VIE or potential VIE. The Corporation has 
entered into operating leases, as described in note 19(a) to the Consolidated Financial Statements, with a VIE. 
These operating leases as structured do not meet the criteria for consolidation by the Corporation and therefore, 


the adoption of this accounting policy had no impact on Western’s Consolidated Financial Statements. 
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Conditional Asset Retirement Obligations 


On January 1, 2006, Western retroactively adopted Emerging Issues Committee Abstract 159 (“EIC-159”). 
EIC-159 clarifies that the term “conditional asset retirement obligation” as used in CICA 3110, “Asset Retirement 
Obligations” refers to a legal obligation to perform an asset retirement activity in which the timing and (or) method 
of settlement are conditional on a future event that may or may not be within the control of the entity. EIC-159 
requires a liability to be recognized for the fair value of a conditional asset retirement obligation if the fair value 
of the liability can be reasonably estimated; an entity to apply expected present value technique if certain conditions 
exist indicating sufficient information to reasonably estimate conditional asset retirement obligation; and that a 
liability should be recognized initially in the period in which sufficient information becomes available to estimate 
a conditional asset retirement obligations fair value. There is no impact on the Consolidated Financial Statements 


from the retroactive adoption of EIC-159. 


Future Changes in Accounting Policy 


Financial Instruments 


The CICA issued Section 3855, “Financial Instruments — Recognition and Measurement”, which prescribes when 
a financial instrument is to be recognized on the balance sheet and at what amount — sometimes using fair value, 
other times using cost-based measures. This Section also specifies how financial instrument gains and losses are 
to be presented. A financial instrument is any contract that gives rise to a financial asset of one party and a financial 
liability or equity instrument of another party. These may include loans and notes receivable and payable, 
investments in debt and equity securities and derivative contracts such as forwards, swaps and options. Other 
significant accounting implications arising on adoption of Section 3855 include the initial recognition of certain 
financial guarantees at fair value on the balance sheet and the requirement to expense or use of the effective interest 
rate method of amortization for any transaction costs or fees, premiums or discounts earned or incurred for financial 
instruments measured at amortized cost. This Section applies to interim and annual financial statements relating 
to fiscal years beginning on or after October 31, 2006. Western will adopt this Section on January 1, 2007 and 
does not expect there to be any material impact to the Consolidated Financial Statements upon adoption of the 
standard on January 1, 2007. 


Hedges 


The CICA issued Section 3865, “Hedges”, which replaces the guidance formerly in Section 1650, “Foreign Currency 
Translation” and Accounting Guideline 13, “Hedging Relationships” by specifying how hedge accounting is applied 
and what disclosures are necessary when it is applied. This Section applies to interim and annual financial statements 
relating to fiscal years beginning on or after October 31, 2006. Western plans to adopt this Section on January 1, 
2007 and does not expect there to be any material impact on the Consolidated Financial Statements upon adoption 
of the standard on January 1, 2007. 


Financial Instruments — Disclosures and Presentations 


The CICA issued Section 3862, “Financial Instruments — Disclosures”, which modifies the disclosure requirements 
of Section 3861, “Financial Instruments — Disclosures and Presentation” and Section 3863, “Financial Instruments 
— Presentations”, which carries forward unchanged the presentation requirements for financial instruments of 
Section 3861. Section 3862 requires entities to provide disclosures in their financial statements that enable users 


to evaluate the significance of financial instruments on the entity’s financial position and its performance and the 
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nature and extent of risks arising from financial instruments to which the entity is exposed during the period and 
at the balance sheet date, and how the entity manages those risks. Section 3863 establishes standards for presentation 
of financial instruments and non-financial derivatives. It deals with the classification of financial instruments, 
from the perspective of the issuer, between liabilities and equities, the classification of related interest, dividends, 
losses and gains, and circumstances in which financial assets and financial liabilities are offset. These Sections apply 
to interim and annual financial statements relating to fiscal years beginning on or after October 1, 2007. Early 
adoption is permitted at the same time an entity adopts other standards relating to the accounting for financial 
instruments. Western plans to adopt this Section on January 1, 2007 and does not expect there to be any material 


impact on the Consolidated Financial Statements upon adoption of the standard on January 1, 2007. 


Comprehensive Income 


The CICA issued Section 1530, “Comprehensive Income”, which established new standards for reporting the 
display of comprehensive income. Comprehensive income is the change in equity (net assets) of an enterprise 
during a reporting period from transactions and other events and circumstances from non-owner sources. It includes 
all changes in equity during the period except those resulting from investments by owners and distributions to 
owners. This Section applies to interim and annual financial statements relating to fiscal years beginning on or 
after October 31, 2006. Earlier adoption is permitted only as at the beginning of a fiscal year ending on or after 
December 31, 2004. Western plans to adopt this Section on January 1, 2007 and does not expect there to be any 


material impact on the Consolidated Financial Statements upon adoption of the standard on January 1, 2007. 


Equity 

The CICA issued Section 3251, “Equity”, which replaces Section 3250, “Surplus”. It establishes standards for 
the presentation of equity and changes in equity during a reporting period. This Section applies to interim and 
annual financial statements relating to fiscal years beginning on or after October 31, 2006. Western plans to adopt 
this Section on January 1, 2007 and does not expect there to be any material impact on the Consolidated Financial 


Statements upon adoption of the standard on January 1, 2007. 


Accounting Changes 


The CICA issued Section 1506, “Accounting Changes”, which replaces former Section 1506. The Section establishes 
criteria for changing accounting policies, together with the accounting treatment and disclosure of changes in 
accounting policies and estimates, and correction of errors. This Section applies to interim and annual financial 
statements relating to fiscal years beginning on or after January 1, 2007. Western plans to adopt this Section on 
January 1, 2007 and does not expect there to be any material impact on the Consolidated Financial Statements 


upon adoption of the standard on January 1, 2007. 


Determining the Variability to be Considered in Applying AcG-15 


The Emerging Issues Committee issued Abstract 163, “Determining the Variability to be Considered in Applying 
AcG-15”, which addresses how an enterprise should determine the variability to be considered in applying AcG-15, 
“Consolidation of Variable Interest Entities”. This Abstract applies to all entities (including newly created entities) 
with which that enterprise first becomes involved, and to all entities previously required to be analyzed under 
AcG-15 when a reconsideration event has occurred pursuant to paragraph 11 of AcG-15, beginning the first day 
of the interim or annual reporting period beginning on or after January 1, 2007. Retrospective application to the 
date of the initial application of AcG-15, is permitted but not required. Western plans to adopt this Section on 


January 1, 2007 and does not expect there to be any material impact on the Consolidated Financial Statements 


upon adoption of the standard on January 1, 2007. 
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Capital Disclosures 


The CICA issued Section 1535, “Capital Disclosures”, which establishes new standards for disclosing information 
about an entity's capital and how it is managed. It requires the disclosure of information about an entity’s objectives, 
policies and processes for managing capital. This Section applies to interim and annual financial statements relating 
to fiscal years beginning on or after October 1, 2007. Western plans to adopt this Section on January 1, 2008 


for the Consolidated Financial Statements. 


Controls and Procedures 


Disclosure Controls 


Disclosure controls and procedures are designed to provide reasonable assurance that all relevant information is 
gathered, reported, processed, summarized and reported to management, including the President and Chief 
Executive Officer (“CEO”) and the Chief Financial Officer (“CFO”), on a timely basis so that appropriate decisions 
are made regarding public disclosure. 

As of December 31, 2006, an evaluation was carried out, under the supervision of and with the participation 
of management, including the CEO and CFO, of the effectiveness of our disclosure controls and procedures as 
defined in Canada in Multilateral Instrument 52-109, Certification of Disclosure in Issuers’ Annual and Interim 
Filings, and in the United States by Rules 13a-15(e) and 15d-15(e) under the Securities and Exchange Act of 
1934, as amended. Based on that evaluation, the CEO and CFO concluded that the design and operation of our 
disclosure controls and procedures were effective as at December 31, 2006 to ensure that information required 
to be disclosed by us is accumulated and communicated to the management of Western to allow for timely decisions 


regarding required disclosure as specified under Canadian and U.S. securities laws. 


Internal Control over Financial Reporting 


Our management is responsible for establishing and maintaining adequate internal control over financial reporting 
as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934, as amended and in Canada 
as defined in Multilateral Instrument 52-109 — Certification of Disclosure in Issuers’ Annual and Interim Filings. 
Our internal control over financial reporting is designed to provide reasonable assurance regarding the reliability 
of our financial reporting and preparation of our financial statements for external purposes in accordance with 
accounting principles generally accepted in Canada. Our internal control over financial reporting includes those 
policies and procedures that: pertain to the maintenance of records that in reasonable detail accurately and fairly 
reflect our transactions and disposition of the assets; provide reasonable assurance that transactions are recorded 
as necessary to permit preparation of our financial statements in accordance with generally accepted accounting 
principles and that receipts and expenditures of our assets are being made only in accordance with authorizations 
of our management and directors; and provide reasonable assurance regarding prevention or timely detection of 
unauthorized acquisition, use or disposition of our assets that could have a material effect on our financial statements. 
Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. 
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become 
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures 
may deteriorate. 

Our management, with the participation of our principal executive officer and principal financial officer, 
evaluated the effectiveness of our internal control over financial reporting as of December 31, 2006. In making 
this evaluation, management used the criteria set forth by the Committee of Sponsoring Organizations of the 


Treadway Commission (“COSO”) in Internal Control — Integrated Framework. 
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There was one exclusion from our evaluation. Our 20 per cent undivided working interest in the AOSP, 
was excluded from our evaluation as we do not have the ability to dictate or modify this entity’s internal control 
over financial reporting, and we do not have the ability, in practice, to assess those controls. However, we have 
assessed our internal control over financial reporting with respect to the inclusion of our share of the AOSP and 
its results of operations in our consolidated financial statements. For further discussion of this exclusion from the 
scope of our evaluation see “Scope of Management's Report on Internal Control over Financial Reporting” below. 

Based on our evaluation, our management concluded that our internal control over financial reporting 
was effective as of December 31, 2006. 

Our management’ evaluation of the effectiveness of our internal control over financial reporting as of 
December 31, 2006, has been audited by PricewaterhouseCoopers LLP, independent auditors, as stated in their 
report on page 66 herein. 


Scope of Management's Evaluation of Internal Control over Financial Reporting 


Western is the holder of a 20 per cent undivided interest in the AOSP and conducts the operation of the AOSP 
through a Joint Venture Agreement (the “Agreement”) with Chevron, the other 20 per cent interest holder, and 
Shell, the 60 per cent interest holder. The Agreement is structured such that Shell, as the project administrator 
and controller of the executive committee of the AOSP, is delegated all managerial responsibilities, including the 
ability to control operations, create accounts and keep internal controls over the AOSP. Shell charges us our 
proportionate share of the expenditures and provides us with our proportionate share of saleable synthetic crude 
which we market directly to third parties. 

Pursuant to the Agreement, and as described below, He have the contractual right to audit Shell’s 
determination of our share of costs and outputs of the AOSP. During our 2006 fiscal year, our 20 per cent undivided 
working interest in the AOSP comprised 96 per cent of our total Property, Plant and Equipment, 100 per cent 
of Operating Expenses, 54 per cent of Purchased Feedstocks and Transportation, and 64 per cent of Research 
and Business Development Expense as at and for the year ended December 31, 2006. However, we do not have 
the right or ability to dictate or modify the internal control over financial reporting of the AOSP, and we do not 
have the ability, in practice, to evaluate those controls. Further, we are not able to influence the control environment 
or control evaluations of the AOSP. As a result, we have excluded the AOSP from our evaluation of internal control 
over financial reporting relating to the AOSP. 

Pursuant to the Agreement, we have a control structure which includes, among other things, the following: 

ll the right to participate in the committee that grants the authority under which all other committees operate 
including the approval of the annual budget; 

| the right to participate in the committee that reviews operations and capital spending as well as the approval 
of certain spending and contracts; 

ll the right to participate in quarterly accounting and audit committee meetings; and 

ll the right to participate in other committees and work groups as needed. 

In addition, we have and we exercise our right to audit, on a routine basis, Shell’s determination of our 
share of costs as noted and outputs of the AOSP. Although these activities do not provide the ability to evaluate 
the internal control over financial reporting of the AOSP, the foregoing constitutes a control environment for the 
purposes of evaluating our internal control over financial reporting. Accordingly, despite the exclusion of the AOSP 
from our management's review, our management has evaluated our internal control over financial reporting with 
respect to the inclusion of our share of the AOSP and its results in our consolidated financial statements. 

No changes were made in our internal control over financial reporting during the year ended December 31, 


2006, that have materially affected, or are reasonably likely to affect, our internal control over financial reporting. 
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MANAGEMENT’S REPORT 


To the Shareholders of Western Oil Sands Inc., 


The accompanying consolidated financial statements and all information in the annual report including the Management's 


Discussion and Analysis are the responsibility of Management. The consolidated financial statements have been prepared by 


Management in accordance with the accounting policies described in the notes to the consolidated financial statements. In 


the opinion of Management, the consolidated financial statements have been prepared within acceptable limits of materiality 


and are in accordance with Canadian generally accepted accounting principles appropriate in the circumstances..The financial 


information contained elsewhere in the annual report has been reviewed to ensure consistency with that in the consolidated 


financial statements. 


Management has developed and maintains systems of internal controls, policies and procedures in order to provide reasonable 


assurance as to the reliability of the financial records and the safeguard of assets. 

PricewaterhouseCoopers LLP, independent external auditors appointed by the shareholders of the Corporation, review Western's 
system of internal controls and conduct their work to the extent they deem appropriate. They have examined the consolidated 
financial statements and have expressed an opinion on the statements. Their report is included with the consolidated financial 
statements. Western also retains independent petroleum engineering consultants, GL] Petroleum Consultants Ltd., to conduct 


independent evaluations or audits of the Corporation's oil and gas reserves. 


The Board of Directors of the Corporation has established an Audit Committee consisting of four non-management directors. 
The Audit Committee reviews with Management and the external auditors any significant financial reporting issues, the — 


presentation and impact of significant risks and uncertainties, and key estimates and judgments of Management that may be 
material for financial reporting purposes. On an annual basis, the Audit Committee meets with the independent petroleum 
consultants and reviews the Corporation’s annual reserve estimates. The Audit Committee meets quarterly to review and approve 
interim consolidated financial statements prior to their release, as well as annually to review Western’s annual consolidated 
financial statements, Management's Discussion and Analysis and Annual Information Form/Form 40-F, and recommend their 
approval to the Board of Directors. The external auditors have unrestricted access to the Corporation, the Audit Committee 
and the Board of Directors. 


ewes 6 eb He a 


JAMES C. HOUCK DAVID A. DYCK 


President and Chief Executive Officer Senior Vice President, Finance and Chief Financial Officer 
February 22, 2007 
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING 


Our management is responsible for establishing and maintaining adequate internal control over financial reporting as defined 
in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934, as amended. Our internal control over financial 
reporting is designed to provide reasonable assurance regarding the reliability of our financial reporting and preparation of 
our consolidated financial statements for external purposes in accordance with accounting principles generally accepted in 
Canada. Our internal control over financial reporting includes those policies and procedures that: pertain to the maintenance 
of records that in reasonable detail accurately and fairly reflect our transactions and disposition of the assets; provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of our consolidated financial statements in accordance 
with generally accepted accounting principles and that receipts and expenditures of our assets are being made only in accordance 
with authorizations of our management and directors; and provide reasonable assurance regarding prevention or timely detection 
of unauthorized acquisition, use or disposition of our assets that could have a material effect on our consolidated financial 
statements. Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. 
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate 


because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate. 


Our management, with the participation of our principal executive officer and principal financial officer, evaluated the 
effectiveness of our internal control over financial reporting as of December 31, 2006. In making this evaluation, management 
used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission (“COSO”) in Internal _ 


Control — Integrated Framework. 


There was one exclusion from our evaluation. Our 20 per cent undivided working interest in the Alberta Oil Sands Project 
(‘AOSP”), representing 96 per cent of our total Property, Plant and Equipment, 100 per cent of Operating Expenses, 54 per cent 
of Purchased Feedstocks and Transportation, and 64 per cent of Research and Business Development Expense as at and for 
the year ended December 31, 2006, was excluded from our evaluation as we do not have the ability to dictate or modify this 
entity's internal control over financial reporting, and we do not have the ability, in practice, to assess those controls. However, 
we have assessed our internal control over financial reporting with respect to the inclusion of our share of the AOSP and its 


results of operations in our consolidated financial statements. 


Based on our evaluation, our management concluded that our internal control over financial reporting was effective as of 


December 31, 2006. 


Our management’ evaluation of the effectiveness of our internal control over financial reporting as of December 31, 2006, 


has been audited by PricewaterhouseCoopers LLP, independent auditors, as stated in their report on page 66 herein. 


ewes ( Heeche ee 


JAMES C. HOUCK DAVID A. DYCK 
President and Chief Executive Officer Senior Vice President and Chief Financial Officer 


February 22, 2007 
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INDEPENDENT AUDITORS’ REPORT 


To the Shareholders of Western Oil Sands Inc., 


We have completed an integrated audit of the consolidated financial statements and internal control over financial reporting 
of Western Oil Sands Inc. as of December 31, 2006 and an audit of its December 31, 2005 consolidated financial statements. ge 


Our opinions, based on our audits, are presented below. 


Consolidated Financial Statements nee “ . 
We have audited the accompanying consolidated balance sheets of Western Oil Sands Inc. (the “Corporation’) as at December 31, : 
2006 and 2005, and the related consolidated statements of operations and retained earnings and cash flows for the years then 
ended. These consolidated financial statements are the responsibility of the Corporation’s management. Our responsibility is _ 


to express an opinion on these consolidated financial statements based on our audits. 


We conducted our audit of the Corporation’s consolidated financial statements as at December 31, 2006 and for the year 
then ended in accordance with Canadian generally accepted auditing standards and the standards of the Public Company — 
Accounting Oversight Board (United States). We conducted our audit of the Corporation’s.consolidated financial statements 
as at December 31, 2005 and for the year then ended in accordance with Canadian generally accepted auditing standards. 
Those standards require that we plan and perform an audit to obtain reasonable assurance about whether the consolidated 
financial statements are free of material misstatement. An audit of consolidated financial statements includes examining, on 2 
a test basis, evidence supporting the amounts and disclosures in the consolidated financial statements. A consolidated financial 
statement audit also includes assessing the accounting principles used and significant estimates made by management, and 


evaluating the overall consolidated financial statement presentation. 


In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial 
position of the Corporation as at December 31, 2006 and 2005 and the results of its operations and its cash flows for the 


year then ended in accordance with Canadian generally accepted accounting principles. 


Internal Control Over Financial Reporting 

We have also audited management's assessment, included in the Management's Report on Internal Control Over Financial 
Reporting appearing on page 65 of the 2006 Annual Report to Shareholders, that the Corporation maintained effective internal 
control over financial reporting as of December 31, 2006, based on criteria-established in Internal Control — Integrated 
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (“COSO”). The Corporation's 
management is responsible for maintaining effective internal control over financial reporting and for its assessment of the 
effectiveness of internal control over financial reporting. Our responsibility is to express opinions on management's assessment 


and on the effectiveness of the Corporation’s internal control over financial reporting based on our audit. 


We conducted our audit of internal control over financial reporting in accordance with the standards of the Public Company 
Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether effective internal control over financial reporting was maintained in all material respects. An audit — 


of internal control over financial reporting includes obtaining an understanding of internal control over financial reporting, 


; 
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evaluating management's assessment, testing and evaluating the design and operating effectiveness of internal control, and 
performing such other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable 


basis for our opinions. 


A company’ internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability 
of financial reporting and the preparation of consolidated financial statements for external purposes in accordance with generally 
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures 
that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and 
dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit 
preparation of consolidated financial statements in accordance with generally accepted accounting principles, and that receipts 
and expenditures of the company are being made only in accordance with authorizations of management and directors of the 
_ company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or 


disposition of the company’s assets that could have a material effect on the consolidated financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, 
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate 


because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate. 


As described in the Management’s Report on Internal Control Over Financial Reporting appearing on page 65 of the 2006 
Annual Report to Shareholders, management has excluded the Corporation's undivided working interest in the Athabasca Oil 
Sands Project (the “AOSP”) from its assessment of internal control over financial reporting as of December 31, 2006 because the 
Corporation does not have the ability to dictate or modify this entity’s control over financial reporting, and it does not have the 
ability, in practice, to assess these controls. AOSP represented 96 per cent of the total Property, Plant and Equipment, 100 per 
~ cent of Operating Expenses, 54 per cent of Purchased Feedstocks and Transportation, and 64 per cent of Research and Business 
Development Expense of the Corporation's financial statement amounts as at and for the year ended December 31, 2006, 


In our opinion, management's assessment that the Corporation maintained effective internal control over financial reporting 
as at December 31, 2006 is fairly stated, in all material respects, based on criteria established in Internal Control — Integrated 
Framework issued by the COSO. Furthermore, in our opinion, the Corporation maintained, in all material respects, effective 
internal control over financial reporting as of December 31, 2006 based on criteria established in Internal Control — Integrated 


Framework issued by the COSO. 


PRICEWATERHOUSECOOPERS LLP 
Chartered Accountants 


Calgary, Alberta 
February 22, 2007 
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CONSOLIDATED BALANCE SHEETS 
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December 31 ($ thousands) 2006 2005 
Assets 
Current Assets 
Cash S139 5,590 
Accounts Receivable 110,039 87,398 
Inventory (note 4) 21,761 21,083 
Prepaid Expense 12,443 YSDD 
Current Portion of Risk Management (nore 18) 7,601 ~ 
154,983 123,426 
Property, Plant and Equipment (note 5) 1,606,966 1,352,605 
Risk Management (note 18) 18,707 98,426 
Deferred Charges (note 6) __._ 13,503.) _ ees 
1,639,176 ___ 1,467,094 
1,794,159 1,590,520 
Liabilities 
Current Liabilities 
Accounts Payable and Accrued Liabilities 158,501 101,303 
Current Portion of Lease Obligations (nore 8) 1,958 3,396 
Current Portion of Option Premium Liability (nove 9) 24,966 = 
185,425 104,699 
Long-term Liabilities 
Long-term Debt (note 7) 601,385 565,655 
Lease Obligations (note 8) 57,480 55,809 
Option Premium Liability (nore 9) 64,309 85,416 
Asset Retirement Obligation (note 10) PAU Ta) 9,094 
Future Income Taxes (note 12) 73,113 | 56,445 
817,060 772,419 
1,002,485 877,118 
Shareholders Equity 
Share Capital (nore 13) 554,233 548,747 
Contributed Surplus (note 14) 12,890 3,474 
Retained Earnings 224,551 161,181 
791,674 713,402 
1,794,159 1,590,520 


Commitments and Contingencies (note 19) 


See accompanying notes to the Consolidated Financial Statements 
Approved by the Board of Directors 


LMb th 4, 


ROBERT G. PUCHNIAK 


Director 


[GT 


RANDALL OLIPHANT 
Director 
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CONSOLIDATED STATEMENTS OF OPERATIONS AND RETAINED EARNINGS 
Year ended December 31 ($ thousands, except amounts per share) 2006 2005 
Revenues (note 18) 983,560 910,330 
Less Purchased Feedstocks and Transportation (353,522) | (318,934) 
630,038 591,396 
Expenses 
Royalties 4,064 4,005 
Operating 286,325 250,389 
Research and Business Development 34,863 10,657 
General and Administrative (note 15) 28,456 14,491 
Insurance 11,497 7,995 
Interest (note 11) 50,017 58,165 
Accretion on Asset Retirement Obligation (nore 10) 1,256 562 
Depreciation, Depletion and Amortization (note 5) 61,560 50,738 
478,038 397,002 
Earnings Before Other Income (Expense) and Income Taxes 152,000 194,394 
Other Income (Expense) 
Foreign Exchange Gain 49 15,561 
Risk Management Gain (Loss) (note 18) (72,118) 13,450 
Earnings Before Income Taxes 79,931 223,405 
Income Tax Expense (note 12) 16,561 73,956 
Net Earnings 63,370 149,449 
Retained Earnings at Beginning of Year 161,181 ey? 
Retained Earnings at End of Year 224,551 161,181 
Net Earnings Per Share (note 13) 
Basic 0.39 0.93 
Diluted 0.39 0.92 


See accompanying notes to the Consolidated Financial Statements 
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CONSOLIDATED STATEMENTS OF CASH FLOWS 


Years ended December 31 ($ thousands) 


Cash Provided By (Used In) 

Cash From Operating Activities 
Net Earnings 

Non-cash Items: 
Stock-based Compensation (note 15) 
Accretion on Asset Retirement Obligations (note 10) 
Depreciation, Depletion and Amortization (note 5) 
Interest Expense on Option Premium Liability (note 9) 
Unrealized (Gain) Loss on Risk Management (note 18) 
Unrealized Foreign Exchange Gain (note 7 and note 9) 
Future Income Tax Expense (note 12) 

Cash Items: 
Cash Settlement of Asset Retirement Obligation (nore 10) 


Cash Settlement of Performance Share Unit Plan (note 14) 
Increase in Non-cash Working Capital (note 20) 


Cash From (Used In) Financing Activities 
Issue of Share Capital (nore 13) 
Issuance (Repayment) of Long-term Debt, Net 
Deferred Charges 
Repayment of Obligations Under Capital Lease 


Cash Invested 
Capital Expenditures 
Insurance Proceeds (note 19) 


Decrease in Non-cash Working Capital (nore 20) 


Increase (Decrease) in Cash 


Cash at Beginning of Year 
Cash at End of Year 


See accompanying notes to the Consolidated Financial Statements 
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2006 _ 2005 
63,370 149,449 
12,083 3,149 

1,256 562 
61,560 50,738 
3,801 1,278 
72,118 (13,450) 
(212) (17,803) 
16,668 70,956 
(91) (52) 
(2,104) (596) 
228,449 244,231 
(59,436) (32,489) 
169,013 211,742 
4,923 2,724 
36,000 (175,000) 
= (216) 
(1,341) (1,340) 
39,582 (173,832) 
(301,273) (69,350) 
= 22517 

90,227 10,798 
(211,046) (36,035) 
(2,451) 1,875 
5,590 3,715 
5,590 
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS 


(Tabular amounts in $ thousands, except for share amounts) 


Note 1. Business of the Corporation 


Western Oil Sands Inc. (the “Corporation”) was incorporated on June 18, 1999 under the laws of the Province of Alberta. 
The Corporation holds an undivided 20 per cent working interest in the Athabasca Oil Sands Project (“AOSP”) located in 
the Athabasca region of northeastern Alberta. Shell Canada Limited and Chevron Canada Limited hold the remaining 60 per 
cent and 20 per cent interests, respectively. The AOSP consists of direct or indirect participation in the design, construction 
and operation of mining, extracting, transporting and upgrading of oil sands deposits. The Corporation is also pursuing initiatives 
primarily related to in-situ oil sands and technology development and downstream integration opportunities regarding the 
processing of production from both mineable and in-situ oil sands deposits. WesternZagros Limited (“WesternZagros”), a 
wholly-owned subsidiary of the Corporation, is pursuing conventional oil and gas opportunities in the Federal Region of 


Kurdistan in northern Iraq. 


Note 2. Summary of Accounting Policies 


a) Principles of Consolidation The Consolidated Financial Statements include the accounts of the Corporation and its 
wholly-owned subsidiary corporations and limited partnership. The Corporation's oil sands and certain in-situ activities are 


conducted jointly with others. These financial statements reflect only the Corporation's proportionate interest in such activities. 


b) Use of Estimates The preparation of the Consolidated Financial Statements in conformity with Canadian Generally 
Accepted Accounting Principles requires management to make estimates and assumptions that affect the reported amounts 
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the Consolidated Financial Statements 
and the reported amounts of revenues and expenses during the reporting period. Such estimates relate to unsettled transactions 
and events as of the date of the Consolidated Financial Statements. Accordingly, actual results may differ from these estimated 
amounts as future confirming events occur. Significant estimates used in the preparation of the Consolidated Financial Statements 
include, but are not limited to, the estimates of crude oil reserves, recovery of exploration costs capitalized in accordance with 
full cost accounting, risk management asset or liability, asset retirement obligations, income taxes, royalties, stock-based 


compensation and employee future benefits. 


c) Foreign Currency Translation Accounts in foreign currencies and operations in foreign countries that are integrated are 
translated into Canadian dollars using the temporal method. Under this method, monetary assets and liabilities denominated 
in foreign currencies are translated into Canadian dollars at rates of exchange in effect at the end of the period. Non-monetary 
assets and liabilities are translated into Canadian dollars at exchange rates prevailing at the transaction dates. Revenues and 
expenses are translated into Canadian dollars at the monthly average exchange rates. Provisions for depreciation, depletion 
and amortization are translated at the same rate as the related items. The resulting exchange gains or losses are included in 


the Consolidated Statements of Operations and Retained Earnings. 


d) Cash Cash presented in the Consolidated Financial Statements is comprised of cash and cash equivalents and includes 


short-term investments with a maturity of three months or less when purchased. 


e) Inventory Product Inventories and Parts, Supplies and Other Inventories are valued at the lower of cost, at average cost 
basis, and net realizable value. Product Inventory costs include direct and indirect expenditures incurred in bringing an item or 


product to its existing condition. Parts, Supplies and Other Inventory costs represent the store stock held at the Mine and Upgrader. 


PAGE 72 WESTERN OIL SANDS FINANCIAL INFORMATION ANNUAL REPORT 06 


f) Property, Plant and Equipment Property, plant and equipment (“PP&E”) assets are recorded at cost less accumulated 
provisions for depreciation, depletion and amortization. Prior to the commencement of commercial operations, interest costs 


of debt attributable to major development projects, administrative overhead, operating costs and revenues are capitalized. 


The Corporation engages in research and development activities to develop or improve processes and techniques to extract 
oil from oil sands deposits. Research involves planned investigation with the goal of attaining new knowledge. Development 
involves translating that knowledge into a new technology or process. Research costs are expensed as incurred. Development 
costs are capitalized once technical feasibility is established and if the Corporation intends to proceed with development. These 
costs are capitalized in PP&E until the commencement of commercial operations or production. Otherwise, development 


costs are expensed as incurred. Development costs include pre-operating revenues and costs. 


Oil Sands Mining 

Capitalized costs include costs specifically related to the acquisition, exploration, development and construction of the AOSP 
and other projects, including asset retirement obligations. Development costs to expand capacity of existing mines are also 
capitalized. Costs relating to a turnaround are expensed as incurred. Oil Sands Mining assets are reviewed for impairment 
annually or whenever events or conditions indicate that their net carrying amount may not be recoverable from estimated. 


future cash flows. If an impairment is determined, the assets are written down to the fair value. 


Depletion on oil sands mining properties is provided over the life of proved and probable reserves on a unit of production 


basis, commencing when the facilities are substantially complete and after commercial production has begun. 


Conventional Crude Oil and In-Situ Oil Sands 

The Corporation accounts for its crude oil and in-situ properties and equipment in accordance with the Canadian Institute 
of Chartered Accountants guideline on full cost accounting in the oil and gas industry. Under this method, all costs associated 
with the acquisition of, exploration for and the development of crude oil and in-situ reserves, including asset retirement 
obligations are capitalized and accumulated within cost centres on a country-by-country basis. Such costs include land acquisition, 
geological and geophysical activity, drilling and testing of productive and non-productive wells, carrying costs directly related 
to unproved properties, major development projects and administrative costs directly related to exploration and development 


activities. 


Once the Corporation commences commercial production from the cost centres, capitalized costs accumulated within each 
cost centre are depleted on the unit-of-production method based on the estimated proved reserves of that country using estimated 
future prices and costs. Proceeds from the disposal of properties are normally deducted from the full cost pool without recognition 
of a gain or loss unless that deduction would result in a change to the depletion rate by 20 per cent or more, in which case, 


a gain or loss is recorded. 


In determining the depletion base, the Corporation includes estimated future costs to be incurred in developing proved reserves 
and excludes the cost of unproved properties and major development projects. Costs of major development projects and costs 
of acquiring and evaluating significant unproved properties are excluded, on a cost centre basis, from costs subject to depletion 
until it is determined whether or not proved reserves are attributable to the properties, or impairment has occurred. To date, 
no depletion related to the Corporation’s conventional crude oil and in-situ properties has been recorded as commercial operations 


have not commenced. 


The Corporation reviews the carrying amount of its conventional crude oil in-situ properties relative to their recoverable amount 
(the “ceiling test”) for each cost centre at each annual balance sheet date, or more frequently if circumstances or events indicate 


impairment has occurred. The recoverable amount is calculated as the sum of: 


|| the undiscounted cash flow from proved reserves using expected future prices and costs; 
| the cost of unproved properties; and 


ll the costs of major development projects less impairment. 
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If the carrying amount of the properties exceeds their recoverable amount, an impairment loss is recognized in depletion equal 


to the amount by which the carrying amount of the properties exceeds their fair value. Fair value is calculated as the sum of: 


ll the cash flows from proved and probable reserves using expected future prices and costs, discounted at a risk-free interest 
rate; and 
| the cost, less impairment, of unproved reserves and major development projects that do not have probable reserves attributable 


to them. 


Corporate 


Corporate PP&E assets are depreciated on a straight-line basis over their useful lives ranging from three to five years. 


g) Deferred Charges Deferred charges primarily include debt financing costs incurred in establishing the Corporation’s various 


debt facilities. Deferred charges are amortized over the life of the related debt facilities. 


h) Derivative Financial Instruments The Corporation utilizes financial instruments to manage its exposure to fluctuations 
in foreign currency exchange rates and commodity prices. These derivative financial instruments are not used for speculative 
purposes. The Corporation has policies and procedures in place with respect to the required documentation and approvals 
for the use of financial instruments and specifically ties their use, in the case of commodities, to the mitigation of market 
price risk associated with cash flows expected to be generated. Where applicable, the Corporation identifies relationships between 
financial instruments and anticipated transactions as well as its risk management objectives and the strategy for undertaking 
the economic hedge transaction. The Corporation assesses, both at inception and on an ongoing basis, whether the financial 


instrument used in the particular transaction is effective in offsetting changes in fair values or cash flows of the transaction. 


The fair values of these financial instruments are based on an estimate of the amounts that would have been received or paid 
to settle these instruments prior to maturity. The Corporation considers all of these financial instruments to be effective economic 
hedges. However, certain of the Corporation's financial instruments do not qualify or have not been designated as hedges for 


accounting purposes in accordance with Accounting Guideline 13. 


In accordance with Emerging Issues Committee Abstract 128 (“EIC-128”) “Accounting for Trading, Speculative or Non-Hedging 
Derivative Financial Instruments”, financial instruments that do not qualify as hedges or have not been designated as hedges 
are recorded using the mark-to-market method of accounting, whereby instruments are recorded in the Consolidated Balance 
Sheet as either an asset ora liability with changes in fair value recognized in net earnings. Financial instruments that do qualify 
as hedges under Accounting Guideline 13 and are designated as hedges are not recognized on the Consolidated Balance Sheet 


and gains and losses on the hedge are deferred and recognized in revenues in the period the hedge sale transaction occurs. 


i) Asset Retirement Obligation The Corporation, in association with its 20 per cent working interest in the AOSP and 
its conventional crude oil and in-situ initiatives, recognizes an asset and a liability for asset retirement obligations in the period 
in which they are incurred by estimating the fair value of the obligation. The fair value is determined by the Corporation by 
first estimating the expected timing and amount of cash flows, using third-party costs, that will be required for future 
dismantlement and site restoration, and then calculating the present value of these future expenditures using a credit-adjusted 
risk-free rate appropriate for the Corporation. Any change in timing or amount of the cash flows subsequent to initial recognition 
results in a change in the asset and liability. The Corporation recognizes, over the estimated life of the asset and liability, depletion 


on the asset and accretion on the liability. Actual expenditures incurred are charged against the accumulated obligation. 
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j) Stock-based Compensation Plans The Corporation maintains stock option, performance share unit and deferred stock 


unit plans as described in note 15. 


. 


For the Corporation’s stock option plan, compensation expense is recorded in the Consolidated Statements of Operations as 
general and administrative expense with a corresponding increase in Contributed Surplus in the Consolidated Balance Sheets 
for all common share options granted to employees and non-employee directors on or after January 1, 2003. The expense is 
based on the fair values of the options at the time of grant and is recognized in the Consolidated Statements of Operations 
over the requisite service period of the respective options on a straight-line basis. Fair values are determined, at the grant date, 
using the Black-Scholes option-pricing model. For common share options granted prior to January 1, 2003 (“pre-2003 options’), 
compensation expense is not recognized in the Consolidated Statement of Operations. The Corporation continues to disclose 
the pro forma earnings impact of related stock-based compensation expense for pre-2003 options. Consideration paid to the 
Corporation on exercise of options is credited to Share Capital and, if related to any stock options that were granted subsequent 
to January 1, 2003, an amount equal to the compensation expense recognized to that date is reclassified from Contributed 


Surplus to Share Capital. 


The Performance Share Unit Plan (“PSUP”) is accounted for under the fair value method. The compensation expense is based 
on the fair values of the award at the time of grant and is recognized in the Consolidated Statements of Operations as general 
and administrative expense with a corresponding amount recognized in Contributed Surplus in the Consolidated Balance 
Sheets, using the graded vesting method for the respective grants. Fair values are determined, at the grant date, using a 


Monte-Carlo Simulation pricing model. 


The Deferred Share Unit Plan (““DSUP”) is accounted for on a mark-to-market basis whereby a liability and compensation 
expense are recorded for each period based on the number of Deferred Share Units (“DSUs”) outstanding and the current 


market price of the Corporation’s shares. 


The Corporation, as an owner in the AOSP, shares in any related costs associated with the AOSP’s stock-based compensation 
plans. The AOSP’s plans involve Stock Appreciation Rights (“SARs”) which may require settlement with cash payments. During 
the vesting period, compensation expense is recorded in the Consolidated Statements of Operations as operating expense 
over the requisite service period on a straight-line basis and is recognized at period end date using the Black-Scholes option- 
pricing model. The Corporation’s share of the change in value of the SARs is recognized in operating expense in the year the 


change occurs. 


k) Revenue Recognition The revenue associated with the sale of crude oil products is recorded when title and other significant 
risks and rewards of ownership are passed to the customer and delivery has occurred. Crude oil products produced and sold 
by the Corporation below or above our working interest share results in production underliftings and overliftings. Overliftings 


are recorded as liabilities and underliftings are recorded as assets. 


|) Income Taxes The Corporation follows the liability method of accounting for income taxes. Under this method, future 
income taxes are recognized based on the estimated tax effects of temporary differences in the carrying value of assets and 
liabilities in the Consolidated Financial Statements and their respective tax bases, using income tax rates substantively enacted 
on the Consolidated Balance Sheet date. The effect of a change in income tax rates on future income tax assets and liabilities 


is recognized in earnings in the period the change occurs. 


m) Net Earnings Per Share Basic net earnings per share are calculated by dividing the net earnings available to common 
shareholders by the weighted-average number of common shares outstanding during the period. Diluted net earnings per share 
reflect the potential dilution that would occur if stock options were exercised. The Corporation uses the treasury stock method 
to determine the dilutive effect of stock options and other dilutive instruments. The treasury stock method assumes that proceeds 
received from the exercise of in-the-money stock options are used to repurchase common shares at the average market price 
for the period. 
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n) Employee Future Benefits ©The Corporation has a defined contribution pension plan for its direct employees and, as a 
result of the 20 per cent ownership in the AOSP, has a defined benefit pension plan for employees of the AOSP. For the defined 


contribution pension plan, the expense is recognized as payments are made or entitlements are earned. 


For the defined benefit pension plan, the costs are determined using the projected benefit method prorated on length of service 
and reflects the AOSP’s best estimate of expected plan investment performance, salary escalation, retirement ages of employees, 
withdrawal rates and mortality rates. The expected return on plan assets is based on the fair value of those assets and the obligation 
is discounted using a market interest rate at the beginning of the year based on high quality corporate debt instruments. Pension 
expense includes the cost of pension benefits earned during the current year, the interest cost on pension obligations, the expected 
return on pension plan assets, the amortization of adjustments arising from pension plan amendments and the excess of the 
net actuarial gain or loss over ten per cent of the greater of the benefits obligation and the fair value of plan assets. The 


amortization period is over the expected average remaining service lifetime of employees covered by the plans. 


0) Comparative Amounts Certain comparative amounts have been reclassified to conform to the current year’s presentation. 


Note 3. Changes in Accounting Policies 


a) Stock-based Compensation for Employees Eligible to Retire Before the Vesting Date For the year ending December 31, 
2006, the Corporation retroactively adopted Emerging Issues Committee Abstract 162 (“EIC-162”). EIC-162 requires the 
Corporation to recognize stock-based compensation expense for awards granted to employees eligible for retirement under 
stock-based compensation plans that contain provisions that allow an employee to continue vesting in an award in accordance 
with the stated vesting terms after the employee has retired. Accordingly, stock-based compensation expense of $3.6 million 
has been included in general and administrative expense, representing the additional compensation expense recognized for 
employees eligible for retirement during the vesting period. There is no impact to the Consolidated Financial Statements as 
at December 31, 2005 as no such retirement provisions existed during this period. The Corporation’s stock option and PSU 


plans did not include retirement provisions until 2006 when the plans were amended to include retirement provisions. 


b) Non-monetary Transactions On January 1, 2006, the Corporation prospectively adopted CICA Handbook Section 3831, 
“Non-Monetary Transactions” which replaces Section 3830, “Non-Monetary Transactions”. Section 3831 establishes standards 
for the measurement and disclosure of non-monetary transactions. Section 3830 prescribes that exchanges of non-monetary 
transactions should be measured based on the fair value of the assets exchanged, while providing an exception for non-monetary 
exchanges in transactions which do not result in the culmination of the earnings process. Section 3831 eliminates this exception 
provided in Section 3830 and replaces it with an exception for exchanges of non-monetary assets that do not have commercial 
substance. A transaction has commercial substance when the entity’s future cash flows are expected to change significantly as 
a result of the transaction. There is no impact on the Consolidated Financial Statements as the Corporation does not have 


exchanges of non-monetary transactions after January 1, 2006 within the scope of Section 3831. 


c) Implicit Variable Interests under AcG-15 On January 1, 2006, the Corporation adopted Emerging Issues Committee 
Abstract 157 (“EIC-157”). EIC-157 requires that a reporting enterprise consider whether it holds an implicit variable interest 
in the Variable Interest Entity (“VIE”) or potential VIE. The determination of whether an implicit variable interest exists 
should also be based on whether the reporting enterprise may absorb variability on the VIE or potential VIE. The Corporation 
has entered into operating leases, as described in note 19(a), with a VIE. These operating leases as structured do not meet the 
criteria for consolidation by the Corporation and therefore, the adoption of this accounting policy had no impact on the 


Corporation’s Consolidated Financial Statements. 
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d) Conditional Asset Retirement Obligations On January 1, 2006, the Corporation retroactively adopted Emerging Issues 
Committee Abstract 159 (“EIC-159”). EIC-159 clarifies that the term “conditional asset retirement obligation” as used in 
CICA 3110, “Asset Retirement Obligations” refers to a legal obligation to perform an asset retirement activity in which the 
timing and (or) method of settlement are conditional on a future event that may or may not be within the control of the 
entity. EIC-159 requires a liability to be recognized for the fair value of a conditional asset retirement obligation if the fair 
value of the liability can be reasonably estimated; an entity to apply expected present value technique if certain conditions 
exist indicating sufficient information to reasonably estimate conditional asset retirement obligation; and that a liability should 
be recognized initially in the period in which sufficient information becomes available to estimate a conditional asset retirement 
obligations fair value. There is no impact on the Consolidated Financial Statements of the Corporation from the retroactive 
adoption of EIC-159. 


Note 4. Inventory 


2006 2005 
Product Inventory 9,938 11,262 
Parts, Supplies and Other 11,823 9,821 


21,761 21,083 


Note 5. Property, Plant and Equipment 


2006 j Cost Accum. DD&A* Net 


Athabasca Oil Sands Project 


Producing Assets 1,414,560 (155,226) 1,259,334 
Capital Leases 52,705 (5,914) 46,791 
Asset Retirement Obligation 18,246 (1,145) 17,101 
Expansion LID IO - 22D 99, 
SALI) (162,285) 1,548,825 

In-Situ Projects 25,842 = 25,842 
Kurdistan Exploration Project 23,954 - 23,954 
Corporate 15,726 (7,381) 8,345 
1,776,632 (169,666) 1,606,966 

2005 Cost Accum. DD&A* Net 


Athabasca Oil Sands Project 


Producing Assets 1,342,704 (104,437) 1,238,267 
Capital Leases 52,705 (4,294) 48,411 
Asset Retirement Obligation elon (573) Fests: 
Expansion 38,235 = 38,235 
1,441,376 (109,304) 1,332,072 

In-Situ Projects ROT. - 797 
Kurdistan Exploration Project 8,962 - 8,962 
Corporate 12,136 (1,362) 10,774 
1,463,271 (110,666) 1,352,605 


“Accumulated Depreciation, Depletion and Amortization 
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Costs currently not subject to depreciation, depletion and amortization include $225.6 million relating to the AOSP (2005 — 
$38.2 million). In 2005, $5.7 million relating to Corporate was not subject to depreciation, depletion and amortization as 
the projects associated with these costs were not substantially complete and there was no commercial production associated 


with these projects. 


All costs included in the Kurdistan Exploration Project and the In-Situ Projects are excluded from depletion as they represent 
costs related to properties incurred in cost centres that are considered to be in the pre-production stage. Currently, there are 
no proved reserves in these cost centres. All costs, net of any associated revenues, in these cost centres have been capitalized. 
During the year ended December 31, 2006, the Corporation capitalized $2.8 million (2005 — nil) in interest costs relating 
to the expansion of the AOSP. 


During the year ended December 31,2006, assets included in AOSP Producing Assets and Corporate with a carrying value 
of $9.4 million and $5.6 million, respectively, were determined to be impaired. The capital projects associated with these assets 
have been cancelled and, consequently, the assets have no future economic benefit. Accordingly, the Corporation has determined 
the carrying value of these projects to be nil and has recognized, in Depreciation, Depletion and Amortization, an impairment 
of $15 million. 


Note 6. Deferred Charges 


2006 2005 

Deferred Charges 28,712 28,712 
Less: Amortization (15,209) (12,649) 
13,503 16,063 


Note 7. Long-term Debt 


2006 2005 

US$450 million Senior Secured Notes (a) 524,385 524,655 
Revolving Credit Facility (b) 77,000 41,000 
601,385 565,655 


a) The Senior Secured Notes (the “Notes”) bear interest at 8.375 per cent and have a maturity of May 1, 2012. The Notes 
provide the holders with security over all the assets of the Corporation, subordinated to the $340 million Revolving Credit 
‘Facility (“Revolving Credit Facility”) described in note 7(b), until the Corporation achieves an investment grade corporate 


credit rating, at which time the Senior Secured Notes become unsecured. 


The Senior Secured Notes are recorded in Canadian dollars at the exchange rate in effect at the balance sheet date. An unrealized 
foreign exchange gain totalling $0.3 million was recognized for the year ended December 31, 2006 (2005 — $17 million) as 
a result of changes in the foreign exchange rate between the US and Canadian dollars. As at December 31, 2006, a total of 
$184.5 million of unrealized foreign exchange gains were recognized since the inception of the Notes, approximately $92 million 


of which has been capitalized as the unrealized gains occurred prior to commercial operations. 
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b) The Revolving Credit Facility bears interest at the lenders’ prime lending rate, the bankers’ acceptance rate or the LIBOR 
rate plus applicable margins ranging from nil to 225 basis points. The Revolving Credit Facility provides the banks with security 
over all of the assets of the Corporation, with the exception of certain intercompany notes and note guarantees in connection 
with the Notes detailed in note 7(a), and have certain financial covenants, including a limit on the amount available for 
drawdown. At December 31, 2006, the limit available for drawdown was $340 million (2005 — $299 million), of which 
$77 million (2005 — $41 million) had been drawn and $9.6 million (2005 — $8.9 million) had been issued in letters of credit. 


The Revolving Credit Facility contains a three year revolving maturity, extendible annually at the lending institutions’ discretion. 


Note 8. Lease Obligations 


2006 2005 
Obligations Under Capital Lease ) (a) 48,928 50,266 
Operating Lease Guarantee Obligation (b) 10,510 8,939 
eA ee ee 

59,438 59205 
Less: Current Portion 1,958 3,396 
57,480 55,809 


a) The capital lease obligation relates to the Corporation's share of capital costs for the hydrogen-manufacturing unit within the 


AOSP. Repayment of the principal obligation was $1.3 million in 2006 and is scheduled to remain at that level until fully repaid. 


b) Under the Mobile Equipment Lease, described in note 19(a), the Corporation is committed to pay its 20 per cent share 
of an amount equal to 85 per cent of the original cost of the equipment to the lessor at the end of the terms of the lease. 
Accordingly, the Corporation recognizes, as a liability, a portion of this future payment as it relates to the service life of the 
equipment that has passed. For the year ended December 31, 2006, the Corporation paid $1.1 million (2005 — $2.3 million) 


in regards to this obligation. 


Note 9. Option Premium Liability 


The Corporation deferred payment and receipt of the premiums associated ithe the options described in note 18(a)(i) until 
the settlement of the option contracts between 2007 and 2009. The total net undiscounted premiums payable by the Corporation 
are US$21.9 million for 2007, US$32.4 million for 2008 and US$27.8 million for 2009. On the dates that the option contracts 
were entered, a net liability was recognized on the Consolidated Balance Sheet at the estimated present value of the net premiums 
payable. Subsequent to the inception dates of the option contracts, interest expense is recognized, with a corresponding increase 
to the liability, at annual rates ranging from 4.25 per cent to 4.50 per cent. For the year ended December 31, 2006, $3.8 million 


of interest expense was recognized (2005 — $1.3 million). 


The option premium liability is denominated in US dollars and is translated into Canadian dollars at the period end exchange 
rate. The unrealized foreign exchange loss arising on the option premium liability for the year ended December 31, 2006 was 


$0.1 million (2005 — $0.8 million unrealized foreign exchange gain). 
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The following table reconciles the change in the net option premium liability: 


2006 2005 

Option Premium Liability at Beginning of Year 85,416 ] = 
Net Premiums = 84,976 
Interest Expense 3,801 1,278 
Unrealized Foreign Exchange (Gain) Loss 58 (838) 
Option Premium Liability at End of Year 89,275 85,416 
Less: Current Portion 24,966 ps 
64,309 85,416 


Note 10. Asset Retirement Obligation 


The Corporation, in association with its 20 per cent working interest in the AOSP, is responsible for its share of future 
dismantlement costs and site restoration costs in the mining, extracting and upgrading activities. The Corporation’s share of 
the total undiscounted amount of estimated cash flows required to settle the obligations at December 31, 2006 was approximately 
$85.1 million (2005 — $39.2 million). The increase in the total undis¢ounted cash flows during the year was the result of an 
anticipated increase to inflation associated with the Fort McMurray area, increasing future reclamation costs for land disturbed 


prior to 2006 and the costs associated with reclaiming land disturbed during 2006. 


The obligations will be settled on an ongoing basis over the useful lives of the operating assets, which may extend up to 
approximately 30 years in the future with the majority to be settled at the end of this time period. In determining the fair 
value of the Asset Retirement Obligation, the estimated cash flows have been discounted using credit-adjusted risk-free rates 
between 6 per cent and 7 per cent. Considering the increased anticipated inflation and changes in the anticipated timing of 
certain reclamation activities, the Corporation has revised the asset retirement obligation liability by $10.3 million. In addition, 
the AOSP’s Upgrader has retirement obligations for which fair value cannot be reasonably determined because the asset currently 
has an indeterminate life. The asset retirement obligation for these assets will be recorded in the first period in which the lives 
of the assets are determinable. The following table presents the reconciliation of the Asset Retirement Obligation from the 


beginning of each respective period until the end of that period: 


2006 2005 
Asset Retirement Obligations at Beginning of Year 9,094 8,191 
Liabilities Incurred 259) 393 
Liabilities Settled (91) (52) 
Accretion on Asset Retirement Obligation 1,256 562 
Revision of Estimates 10,255 - 
Asset Retirement Obligations at End of Year LOSS 9,094 


The Corporation currently does not have asset retirement obligations associated with In-Situ Projects or the Kurdistan 


Exploration Project as these projects are in the early stages of development. 
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Note 11. Interest Expense 


2006 2005 
Interest on Long-term Debt 46,190 54,325 
Interest on Obligations Under Capital Lease 2,823 2,562 
Interest on Option Premium Liability 3,799 1,278 
Total Financing Charges 52,812 58,165 
Less: Capitalized Interest for AOSP Expansion 23/95 = 
Interest Expense 50,017 58,165 


Cash interest paid for the year ended December 31, 2006 was $49.3 million (2005 — $57.4 million). Cash interest received 
for the year ended December 31, 2006 was $0.3 million (2005 — $0.2 million). 


Note 12. Income Taxes 


2006 2005 
Large Corporations (Recovery) Tax (107) 3,000 
Future Income Tax Expense 16,668 70,956 
Income Tax Expense 16,561 73,956 


Cash taxes paid during the year ended December 31, 2006 were $0.8 million (2005 — $2.5 million). 


At December 31, the future income tax liability consists of: 


2006 2005 
Future Income Tax Assets 
Unrealized Loss on Risk Management : Wa - 
Net Losses Carried Forward 2,908 4,707 
Share Issue Costs 510 Si} 
Impairment of Long-lived Assets 686 796 
Future Income Tax Liabilities 
Capital Assets in Excess of Tax Values (79,824) (39,924) 
Unrealized Foreign Exchange Gain (13,409) (15,500) 
Unrealized Gain on Risk Management - (4,374) 
Debt Issue Costs (3,359) (3,123) 
Net Future Income Tax Liability (Gan) (56,445) 
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The following table reconciles income taxes calculated at the Canadian statutory rate of 34.5 per cent (2005 — 37.62 per cent) 


with actual income taxes: 


2006 2005 
Net Earnings Before Income Taxes VOeIDIl 223,405 
Income Tax Expense at Statutory Rate 27,576 84,045 
Effect of Tax Rate Changes and Timing of Use (13,877) (267) 
Non-taxable Portion of Foreign Exchange Gain (54) (3,530) 
Non-deductible Expenses 326 _ 
Resource Allowance (236) (10,792) 
Provision to Actual : (510) 642 
Stock-based Compensation 3,443 858 
Large Corporations Tax (107) 3,000 
Income Tax Expense 16,561 73,956 


At December 31, 2006, the Corporation had approximately $1.4 billion of tax pools available. Included in the tax pools are 
$9 million of non-capital tax loss carry forward balances as estimated at December 31, 2006, with expiry dates ranging from 


2007 to 2014, the benefit of which has been recognized in the accounts. 


Note 13. Share Capital 


a) Authorized The Corporation is authorized to issue an unlimited number of Class A shares (“Common Shares”), an 
unlimited number of non-voting Convertible Class B Equity Shares (“Class B Shares”), an unlimited number of non-voting 


Class C Preferred Shares and an unlimited number of Class D Preferred Shares, issuable in series. 


The Common Shares are without nominal or par value. 


b) Share Split The Corporation’s shareholders approved a subdivision or share split of its issued and outstanding Common 
Shares on a three-for-one basis at the Corporation’s Annual and Special Meeting held on May 11, 2005. All Common Share 


and per Common Share amounts have been restated to retroactively reflect the share split. 


c) Issued and Outstanding 


Number of 

Shares Amount 

Common shares 
Balance at December 31, 2004 159,836,286 545,699 
Issued on Exercise of Employee Stock Options 681,755 2,724 
Exercise of Stock Options Previously Recognized = 324 
Balance at December 31, 2005 160,518,041 548,747 
Issued on Exercise of Employee Stock Options 860,358 4,923 
Exercise of Stock Options Previously Recognized - 563 


Balance at December 31, 2006 161,378,399 554,233 
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d) Net Earnings Per Share The following table summarizes the Common Shares used in calculating Net Earnings per 


Common Share: 


Weighted Average Common Shares Outstanding — Basic 


Effect of Stock Options 


Weighted Average Common Shares Outstanding — Diluted 


Note 14. Contributed Surplus 


The following table presents the reconciliation of Contributed Surplus for the year ended December 31: 


Contributed Surplus Beginning of Period 
Stock-based Compensation Expense 
Cash Settlement of Performance Share Unit Plan 


Exercise of Stock Options Previously Recognized 


Contributed Surplus End of Period 


Note 15. Stock-based Compensation 


2006 2005 
160,991,406 160,169,887 
2,163,883 Eee t's) 
163,155,289 162,909,066 
2006 2005 

3,474 1,245- 
12,083 3,149 
(2,104) (596) 

(563) (324) 

12,890 3,474 


The number of Common Share options outstanding reflects the share split of the Corporation’s Common Shares as described 


in note 13(b). 


a) Stock Option Plan The Corporation has established a Stock Option Plan for the issuance of options to purchase Common 


Shares to directors, officers and employees of the Corporation and its subsidiaries. Options granted under the Stock Option 


Plan generally vest on an annual basis over four years. The stock options expire five years from each vesting date. 


Outstanding at Beginning of Year 
Granted 

Exercised 

Forfeited 


Outstanding at End of Year 


Options Exercisable at End of Year 


2006 

Weighted 

Average 
Number of Exercise Price Number of 
Options $ Options 
339275992 8.72 3,766,938 
966,540 30.59 443,670 
(860,358) 3.10 (681,755) 
(850) 33.62 (921) 
3,633,264 SY) SHOPS ay 
2,234,308 8.06 2,212,647 


2005 


Weighted 
Average 
Exercise Price 


$ 


6.51 
20.23 
4.00 
9.07 


8.72 


6.24 
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The following table summarizes Stock Options outstanding and exercisable under the Stock Option Plan at December 31, 
2006: 


Options Outstanding Options Exercisable 

Weighted Weighted Weighted 

l Average Average Average 

Number of Remaining Exercise Price Number of Exercise Price 

Exercise Price Options Life (Years) $ Options $ 
$2.83 — $10.00 1,985,075 yb Wok LED G/e5ve) 7.09 
$10.01 — $20.00 592,499 5.58 15.83 244,233 14.19 
$20.01 — $30.00 222,000 6.76 26.44 22,500 26.18 
$30.01 — $35.40 ~ 833,690 6.68 33.60 = = 
3,633,264 4.59 1557) 2,234,308 8.06 


The number of Common Shares reserved for issuance under the Stock Option Plan was 5,796,187 at December 31, 2006 
(2005 — 6,656,545). 


The weighted average grant-date fair value of the 966,540 options granted during 2006 was $15.14 using the Black-Scholes 
option pricing model. During 2005, 443,670 options were granted at a weighted average fair value of $8.22. The following 
table sets out the assumptions used in applying the Black-Scholes model: 


2006 2005 


Risk Free Interest Rate 3.95 — 4.49% 3.72 — 4.06% 
Expected Life (In Years) 4G 6 
Expected Volatility 33 — 43% 26 — 44% 


Dividend Per Share = as 
b) Performance Share Unit Plan The Corporation has established a Performance Share Unit Plan (“PSUP”) for issuance 
of awards to directors, officers, employees and consultants of the Corporation and its subsidiaries. Awards under PSUP will 
be in the form of performance share units (“PSU”), with each PSU entitling the holder to receive one Common Share of the 
Corporation for no additional consideration and subject to certain restrictions. Each PSU award will vest at a rate of one third 
of the PSUs awarded thereunder annually over a three-year period, conditional on the Corporation achieving an acceptable 
total shareholder return against a peer group. If total shareholder return at a particular vesting date is in the bottom 25 per 
cent of the peer group, none of the PSUs otherwise eligible to vest with respect to such PSU will vest. If total shareholder 
return at a particular vesting date is in the top 25 per cent of the peer group, 150 per cent of the PSUs eligible to vest on such 
date will vest. If total shareholder return at a particular vesting date is in the middle 50 per cent of the peer group, all of the 


PSUs eligible to vest on such date will vest. 


The following table presents the reconciliation of the number of PSUs for the year ended December 31: 


2006 2005 
Outstanding at Beginning of Year 160,128 99,291 
Granted 149,530 113,880 
Vested (63,969) (33,093) 
Forfeited (8,019) (19,950) 
Outstanding at End of Year 237,670 160,128 


During the year ended December 31, 2006, the Corporation settled 63,969 PSUs for cash through the purchase and distribution 
of its shares to holders of the PSUs of $2.1 million. During 2005, the Corporation settled 33,093 PSUs for cash through the 
purchase and distribution of its shares to holders of the PSUs of $0.6 million. 
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The weighted average grant-date fair value of the 149,530 PSUs granted during 2006 was $32.96 using the Monte-Carlo 
Simulation pricing model (2005 — 113,880 PSUs at $21.71). 


c) Deferred Share Unit Plan In October 2005, the Corporation initiated a Deferred Share Unit Plan (“DSUP”), whereby 
directors, officers and employees of the Corporation can elect to receive all or'a portion of their annual cash compensation 
in the form of Deferred Stock Units (“DSU”). Under the DSUP, notional share units are issued for the elected amount which 
is based on the then current market price of the Corporation’s common shares. Upon ceasing directorship, termination of 
employment or retirement, the units are settled in cash or common shares of the Corporation as determined by the Corporation. 
Final DSU redemption amounts are subject to change, depending on the Corporation's share price at the time of exercise. 
Accordingly, the Corporation revalues the DSUs on each reporting date with any changes in value recorded as an adjustment 
to compensation expense in the period. For the year ended December 31, 2006, $0.6 million in compensation expense relating 
to the DSUs was recorded (2005 — $0.1 million) in General and Administrative Expenses and no DSUs were redeemed for 
cash or shares of the Corporation. The Corporation had 19,852 DSUs outstanding at December 31, 2006 (2005 — 2,261). 


d) AOSP Stock Appreciation Rights Plans The AOSP implemented two stock-based compensation plans in 2004 that 
awarded Stock Appreciation Rights (SARs) to certain employees. Accordingly, the Corporation, as a 20 per cent owner in the 
AOSP, shares in the costs of these SARs. Under the first plan, SARs were granted to employees of the AOSP that entitle the 
holders to a cash payment once exercised, if the composite value of the weighted-average stock price of certain AOSP owners 
shares at the time of exercise exceeds the issue price of the SARs. The SARs vest evenly over three years and expire ten years 


after grant. 


The following table presents the reconciliation, at the AOSP level, of the number of SARs under the first plan for the year 
ended December 31: 


2006 2005 
Outstanding at Beginning of Year 251,280 153,210 
Granted 157,760 163,110 
Exercised (41,390) = 
Forfeited = (65,040) 


Outstanding at End of Year 367,650 251,280 


Under the second plan, SARs were granted to employees of the AOSP that entitle the holders to a cash payment at the end 
of a three-year period if the composite value of the weighted-average stock price of certain AOSP owners’ shares at the time 


of exercise exceeds the issue price of the SARs and if certain performance measures are met. 


The following table presents the reconciliation, at the AOSP level, of the number of SARs under the second plan for the year 
ended December 31: 


2006 2005 
Outstanding at Beginning of Year 135,300 79,950 
Granted 91,100 (SSM 
Exercised = = 
Forfeited (33,840) (24,600) 
Outstanding at End of Year 192,560 135,300 


For the year ended December 31, 2006, $0.8 million in compensation expense was recorded in operating expense for these 
two plans (2005 — $0.7 million). 
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e) Stock-based Compensation For‘the year ended December 31, 2006, the Corporation recognized $12.1 million 
(2005 — $3.1 million) in compensation expense related to stock-based compensation issued subsequent to January 1, 2003. 
This is the portion of stock-based compensation that is related to 2006 services rendered and is comprised of $7.8 million 
(2005 — $1.4 million) in respect to the Corporation’s stock option plan and $4.3 million (2005 — $1.7 million) in respect to 
the Corporation’s Performance Share Unit Plan. , 


No compensation expense has been recognized for stock options granted before January 1, 2003, in accordance with note 2(). 
Had compensation expense been determined based on the fair value method for awards made after December 31, 2001, but 
before January 1, 2003, the Corporation’s net earnings attributable to common shareholders and earnings per share would 


have been adjusted to the pro forma amounts indicated below: 


2006 2005 
Net Earnings — As reported 63,370 149,449 
Less: Compensation Expense 133 891 
Net Earnings — Pro Forma 635237 148,558 
ee ee 
Basic Earnings Per Share 
As Reported 0.39 0.93 
Pro Forma 0.39 0.93 
Diluted Earnings Per Share 
As Reported 0.39 0.92 
Pro Forma 0.39 0.91 


Note 16. Shareholders Rights Plan 


The Corporation has a shareholders’ rights plan (the “Plan”). Under the Plan, one right will be issued with each Common 
Share issued. The rights remain attached to the Common Share and are not exercisable or separable unless one or more of 
certain specified events occur. If a person or group acting in concert acquires 20 per cent or more of the Common Shares of 
the Corporation, the rights will entitle the holders thereof (other than the acquiring person or group) to purchase Common 
Shares of the Corporation at a 50 per cent discount from the then market price. The rights are not triggered by a “Permitted 
Bid”, as defined in the Plan. 


Note 17. Employee Future Benefits 


The Corporation has a defined contribution pension plan for its direct employees and as a result of the 20 per cent ownership 
in the AOSP, has a defined benefit pension plan for employees of the AOSP. All of the information pertaining to the defined 
benefit pension plan in this note represents the Corporation's 20 per cent ownership in the AOSP. The Corporation uses its 


fiscal year-end as the measurement date for both of these pension plans. 


a) Defined Contribution Pension Plan For the year ended December 31, 2006, the total expense recognized for the 


Corporation's defined contribution pension plan was $0.5 million (2005 — $0.3 million). 
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b) Defined Benefit Pension Plan For the year ended December 31, 2006, the total expense recognized for the Corporation's 
20 per cent ownership interest in the AOSP’s defined benefit pension plan was $1.3 million (2005 — $0.8 million). As at 
December 31, 2006, the Corporation’s share of the funded status of the defined benefit pension plan was in a deficit position 
of $0.5 million (2005 — $0.7 million deficit). Additional information for the Corporation’s 20 per cent ownership interest in 


the AOSP’s defined benefit pension plan is as follows: 


2006 2005 
Accrued Benefit Obligation, Beginning of Year 3,478 1,860 
Current Service Cost 1,268 821 
Interest Cost 240 161 
Actuarial (Gain) Loss (395) 821 
Plan Amendments a (115) 
Benefits Paid (95) (70) 
Accrued Benefit Obligation, End of Year 4,496 3,478 
Fair Value of Plan Assets, Beginning of Year 2,730 1,866 - 
Employer Contributions 931 810 
Actual Return on Plan Assets 418 124 
Benefits Paid (95) (70) 
Fair Value of Plan Assets, End of Year 3,984 2,730 
Funded Status — Plan Deficit (512) (747) 
Unamortized Past Service Costs (106) (115) 
Unamortized Net Actuarial Loss 493 1,145 
Unamortized Transitional Asset (10) (11) 
Accrued Benefit Asset (Liability) (135) 272 
Components of Net Periodic Pension Cost 
Current Service Cost 1,268 821 
Interest Cost 240 161 
Actual Return on Plan Assets (418) (124) 
Actuarial (Gain) Loss on Accrued Benefit Obligation (395) 821 
Costs Arising in the Period 695 1,679 
Differences in Costs Arising and Costs Recognized in the Period in Respect of: 
Return on Plan Assets 196 (32) 
Actuarial Gain (Loss) (812) 
Transitional Asset (1) 
Net Periodic Pension Cost Recognized 834 


The significant actuarial assumptions used to determine the periodic expense and accrued benefit obligations are as follows: 


2006 2005 
Discount Rate — Expense 5.10% 6.10% 
Discount Rate — Year-end Disclosure 5.40% 5.10% 
Expected Long-term Rate of Return on Plan Assets 7.00% 7.00% 
Rate of Compensation Increase 4.25% 4.25% 
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The investment strategy for the defined benefit pension plan assets is to utilize a diversified mix of global public and private 
equity portfolios, together with public and private fixed income portfolios, to earn long-term investment returns that enable 
the plan to meet its obligations. Active management strategies are utilized within the plan in an effort to realize investment 
returns in excess of market indices. The weighted-average asset allocation for our defined benefit pension plan at December 31, 
2006 was as follows: 


Actual Target 
Domestic Equities 31% 33% 
Foreign Equities 29% 25% 
Fixed Income Securities 36% 37% 
Money Market 4% 5% 
100% 100% 


Note 18. Financial Instruments and Risk Management 


The Corporation’s financial instruments that are included in the Consolidated Balance Sheets are comprised of cash and cash 
equivalents, accounts receivable, risk management activities, accounts payable and accrued liabilities, option premium liability 


and long-term borrowings. 


a) Commodity Price Risk The Corporation has entered into various commodity pricing agreements designed to mitigate 
the exposure to the volatility of crude oil prices in US dollars, thereby providing greater certainty of future cash flow from 
the sale of the Corporation's synthetic crude oil products. This risk management strategy is intended to protect the Corporation's 
base and future capital programs and ensure the funding of debt obligations. Certain of these commodity pricing agreements 
are accounted for as hedges, as they qualify for hedge accounting under Accounting Guideline 13 and were designated as 
hedges, while other commodity pricing agreements are accounted for under fair value accounting as they did not qualify or 


have not been designated as hedges for accounting purposes. 


i) Fair Value Accounting 

During 2005, the Corporation purchased put options at strike prices ranging from US$50.00 to US$55.00 per barrel, averaging 
US$52.42 per barrel for the three year period beginning January 1, 2007. The premiums for the purchased put options were 
partially offset through the sale of call options at strike prices ranging from US$90.00 to US$95.00 per barrel, averaging 
US$92.41 per barrel for the three-year period beginning January 1, 2007, resulting in a net premium liability. Payment of 
the net premium liability is deferred until the settlement of the option contracts between 2007 and 2009. As at December 31, 


2006, the Corporation had the following put and call options outstanding: 


2007 2008 2009 
Barrels Per Day 
Put Options Purchased 20,000 20,000 20,000 
~ Call Options Sold 10,000 15,000 15,000 
US$ Per Barrel 
Average Put Strike Price US$52.50 US$54.25 US$50.50 
Average Call Strike Price US$92.50 US$94.25 US$90.50 


The fair value of the option contracts was recognized on the Consolidated Balance Sheet on the dates they were entered into. 
During the year ended December 31, 2006, the Corporation recognized an unrealized loss of $72.1 million on the Risk 
Management Asset, marking it to the fair value at the end of the period (2005 — $13.5 million unrealized gain). 
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The following table reconciles the movement in the fair value of these option contracts that have not been designated as hedges: 


2006 2005 
| 

Risk Management Asset at Beginning of Year 98,426 = 
Net Premium _ 84,976 
Unrealized Gain (Loss) on Risk Management Asset (72,118) 13,450 
Risk Management Asset at End of Year 26,308 98,426 
Less: Current Portion 7,601 = 
18,707 98,426 


ii) Hedge Accounting 
As at December 31, 2006, there were no crude oil swap positions in place. For the year ended December 31, 2005, the 


Corporation’s revenues were reduced by $110.4 million from crude oil price hedging losses. 


b) Credit Risk A significant portion of the Corporation’s accounts receivable is with customers in the oil and gas industry, 
and is subject to normal industry credit risks. The Corporation manages this risk through management review of credit ratings © 
and potential exposure to individual counterparties on a regular basis. Where appropriate, the Corporation ensures that netting 


arrangements and, where required, letters of credit are in place to minimize the impact in the event of customer default. 


The counterparties of all of the Corporation’s put and call options are major financial institutions in Canada and the United 
States, all with investment grade credit ratings, thereby partially mitigating the credit risk associated with these financial 


instruments. 


c) Interest Rate Risk At December 31, 2006, the increase or decrease in net earnings for each one per cent change in the 


interest rates on floating debt amounts to $1.3 million (2005 — $0.4 million). 


d) Foreign Currency Risk Foreign currency risk is the risk that a variation in exchange rates between the Canadian dollar 
and foreign currencies will affect the Corporation’s operating and financial results. The Corporation has transactions in foreign 
currencies, and has US dollar denominated Risk Management Assets, Senior Secured Notes and Option Premium Liabilities, 


as described in note 18(a), note 7(a) and note 9, respectively. 


e) Fair Values of Financial Assets and Liabilities The fair values of financial instruments that are included in the Consolidated 
Balance Sheets, other than long-term borrowings, approximate their carrying amount due to the relatively short period to 


maturity of these instruments or have interest rates that approximate their fair value. 


The estimated fair values of long-term borrowings have been determined based upon market prices at December 31 for other 
similar liabilities with similar terms and conditions, or by discounting future payments of interest and principal at estimated 


interest rates that would be available to the Corporation at year-end. 


2006 2005 
Balance Sheet Balance Sheet 

Amount Fair Value Amount Fair Value 

Floating Rate Debt 
Revolving Credit 77,000 77,000 41,000 41,000 
Lease Obligation 57,480 57,480 59,205 59,205 

Fixed Rate Debt 

US Senior Secured Notes 524,385 584,034 524,655 591,549 
Long-term Borrowings 658,865 718,514 624,860 691,754 
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Note 19. Commitments and Contingencies 


a) Commitments The following table summarizes the Corporation’s operating commitments at December 31, 2006: 


2007 2008 2009 2010 2011 Thereafter Total 

Feedstocks 106,352 29,159 10,453 10,393 10,333 58,727 225,417 

Pipelines and Utilities ) 33,300 35,417 43,384 43,195 43,152 558,641 757,089 

Mobile Equipment Lease (2) 5,242 1325322) 19,852 8,625 ~ = 46,041 
Exploration Work 

Commitments (3) 8,728 500 = = = - 9,228 

1336222 VIS 73,689 62,213 53,485 617,368 1,037,775 


(1) The Corporation and the other owners of the AOSP have entered into long-term third-party agreements to purchase certain 
feedstocks on a take-or-pay basis. This commitment has been measured based on December 31, 2006 market prices. In 
addition, the Corporation and the other owners of the AOSP have executed long-term third-party agreements to provide 
for pipeline transportation of bitumen and upgraded products, electrical and thermal energy, production and supply of 
hydrogen and transportation of natural gas. Under the terms of certain of these agreements, the Corporation is committed 
to pay for these utilities and services on a long-term basis, regardless of the extent that such services and utilities are actually 
used. If due to project delay, suspension, shutdown or other reason, the Corporation fails to meet its commitment under 
these agreements, the Corporation may incur substantial costs and may, in some circumstances, be obligated to purchase 


the facilities constructed by the third parties for a purchase price in excess of the fair market value of the facilities. 


(2) The Corporation and the other owners of the AOSP have entered into long-term operating lease obligations for certain 
equipment related to the AOSP. The term of the lease obligations is between three and seven years. A guarantee has been 
provided to the lessor in order to secure attractive leasing terms and is payable when the equipment is returned to the 
lessor. At December 31, 2006, the Corporation’s share of the maximum payable under the guarantee was $33.9 million. 
However, any proceeds received from the sale of the equipment would be used to offset the payment required under the 
guarantee. At December 31, 2006, the Corporation’s share of committed lease payments amounted to $46 million. The 
estimate of lease interest obligations, excluding any committed payments, is $4.7 million for 2007, $4.5 million for 2008, 
$2.4 million for 2009 and $0.4 million for 2010. 


(3) Included in Exploration Work Commitments are amounts committed by the Corporation relating to the Corporation's 
operated in-situ project and Kurdistan Exploration Project, as well as an in-situ project operated by one of the other owners 


of the AOSP. 


The Corporation, through WesternZagros, negotiated the initial form of an Exploration and Production Sharing Agreement 
(“EPSA”) with the Kurdistan Regional Government (“KRG”) subject to finalization of key terms and ratification by the 
KRG to comply with expected federal petroleum legislation. The EPSA provides for the exploration of conventional oil 
and gas in the Federal Region of Kurdistan in northern Iraq. WesternZagros continues to work towards ratification of an 
EPSA with the KRG which is expected to include the finalization of terms including its contract area and the corresponding 


work program commitments. 


In the fourth quarter of 2006, the Corporation and the other AOSP Owners formally sanctioned Expansion 1 of the AOSP. 
The budget for Expansion 1 is $2.2 billion with $207.7 million incurred to date net to the Corporation. 


The Corporation has future commitments related to its Option Premium Liability as described in note 9. 
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b) Contingencies 


1) Insurance Claims 

At the end of 2006, the Corporation had one claim outstanding, namely, the $200 million claim pursuant to the Corporation's 
cost overrun and project delay claim, commonly referred to as Section IV and two settled claims, Section I and HI, however, 
a portion of these settled claims continue to be outstanding. In the second quarter of 2005, the AOSP was successful in settlement 
proceedings with the named insurers on Section III, a loss of profits claim stemming from the fire at the Muskeg River Mine 
(“Mine”) on January 6, 2003, in the amount of $220 million ($44 million net to the Corporation). To date, the Corporation 
has received $19.4 million of its share of this settlement amount as certain insurers on Section III are also named insurers on 
Section IV, and they have withheld insurance proceeds payable to the Corporation. In 2003 and 2004, the Corporation received 
$16.1 million in respect to the coverage provided under Section I, a physical property damage claim stemming from the above 
mentioned fire at the Mine. However, certain insurers that were involved in the Section IV claim again withheld their portion 
of the Section I claim totalling $19.4 million. The Corporation anticipates that it will receive the outstanding settlement amount 
from both Section I and Section III of $19.4 million and $24.6 million, respectively, in the event that it is successful in the 


Section IV arbitration proceedings. 


Arbitration proceedings under the terms of Section IV of the Corporation's cost overrun and project delay insurance policy 
continue with formal hearings expected to commence during 2007. A judgment is expected subsequent to this process, although 
the Corporation makes no representations as to the timing or results of this arbitration. In preparation of the arbitration process, 
several examinations for discovery have been conducted with key individuals over the last several months. In order to preserve 
the Corporation’s rights regarding this policy, the Corporation has filed a Statement of Claim for the full limit of the policy, 


namely $200 million, and the Corporation will also be seeking interest and punitive and aggravated damages. 


During the year ended December 31, 2005, the Corporation received $3.1 million in respect of an errors and omission insurance 
settlement that was negotiated by the AOSP. This errors and omission insurance policy related to initial construction and as 
such these proceeds have been applied against the cost of the AOSP. The related settlements of both the Section I, Section III 
and the errors and omission insurance policy have been credited to capital, as these claims relate to costs that were capitalized 
as part of the construction of the AOSP, or to costs that were capitalized in association with repairing the assets damaged by 


the fire or those capitalized prior to the commercial operations. 


No amounts, other than those collected at December 31, 2006, have been recognized in these statements relating to insurance 


policies nor will an amount be recognized until the proceeds are received. 


ii) Flow-through Shares 

In connection with the issuance of flow-through shares in 2001 and 2002, the Corporation renounced Canadian exploration 
expenses in the aggregate amount of $29.2 million and $19.5 million, respectively. Under the subscription agreements for 
such flow-through shares, the Corporation has agreed to indemnify subscribers for an amount equal to the tax payable by the 
subscribers if such renunciations are reduced under the /ncome Tax Act (Canada). Discussions between the AOSP and the 
Canada Revenue Agency are ongoing with respect to the proper characterizations of certain expenditures included in the 
Canadian exploration expenses in those years. If the Canada Revenue Agency successfully asserts a change in the characterization 
of these expenditures, any resulting reduction in the renunciations could impact the Corporation's obligations under the 


indemnity provisions in these subscription agreements. 


iti) Other 
The Corporation, in association with its 20 per cent ownership of the AOSP, is a joint defendant and plaintiff in a number 
of legal actions that arise in the normal course of business. The Corporation believes that any liabilities that might arise pertaining 


to such matters would not have a material effect on its consolidated financial position. 
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Note 20. Net Change in Non-cash Working Capital 


Source/(Use) 2006 2005 


Operating Activities 


Accounts Receivable (22,641) (24,834) 
Inventory (678) (6,897) 
Prepaid Expense (3,088) (3,584) 
Accounts Payable and Accrued Liabilities (33,029) | 2,826 


(59,436) (32,489) 
eee 


Investing Activities 
Accounts Receivable = = 
Accounts Payable and Accrued Liabilities 90,227 | 10,798 


30,791 10,798 


Note 21. United States Accounting Principles and Reporting 


The Consolidated Financial Statements have been prepared in Canadian dollars in accordance with accounting principles 
generally accepted in Canada (“Canadian GAAP”). The application of accounting principles generally accepted in the United 


States (“US GAAP”) would have the following measurement differences on the Consolidated Financial Statements: 


Reconciliation of Net Earnings and Retained Earnings (Deficit) Under Canadian GAAP to US GAAP 


Year Ended December 31 Notes 2006 2005 
Net Earnings — Canadian GAAP 63,370 149,449 
Impact of US GAAP 
Revenue vil - 10,202 
Depreciation, Depletion and Amortization iv, V 5,679 25 
Research and Business Development Vv (959) (34,503) 
Deferred Income Tax iil (5,657) 7,125 
Net Earnings - US GAAP 62,433 132,296 
Retained Earnings (Deficit) at Beginning of Year - US GAAP 127,930 _ | (4,366) 
Retained Earnings at End of Year - US GAAP 190,363 127,930 
Net Earnings Per Share — US GAAP 
Basic 0.39 0.83 


Diluted 0.38 0.81 


Consolidated Statement of Comprehensive Income 


Year Ended December 31 Notes 2006 2005 
Net Earnings — US GAAP 62,433 132,296 
Pension Liability, Net of Deferred Income Tax Vili (364) = 
Change in Realized and Unrealized Losses ix - 31,756 


Other Comprehensive Income 62,069 164,052 
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Consolidated Statement of Cash Flows — US GAAP 
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Year Ended December 31 Notes 2006 2005 
Cash Provided By (Used In) 
Operating Activities - Canadian GAAP 169,013 211,742 
Research and Business Development Expense Vv (959) (34,503) 
Operating Activities - US GAAP 168,054 V7G239 
Financing Activities - Canadian and US GAAP 39,582 (173,832) 
Investing Activities - Canadian GAAP (211,046) (36,035) 
Research and Business Development Expense v oy) 34,503 
Investing Activities - US GAAP (210,087) (1,532) 
Increase (Decrease) in Cash (2,451) 1,875 
Consolidated Balance Sheet 
As at December Soh 2006 2005 
Notes As Reported US GAAP As Reported US GAAP 
Assets 
Current Assets 154,983 154,983 123,426 123,426 
Property, Plant and Equipment i 1,606,966 1,567,956 1,352,605 1,309,080 
Risk Management 18,707 18,707 98,426 98,426 
Deferred Charges iv 13,503 2274 16,063 15:;282 
1,794,159 54573 1,590,520 1,546,214 
Liabilities 
Current Liabilities viii 185,425 185,937 104,699 104,699 
Long-term Debt 601,385 601,385 565,655 565,655 
Lease Obligations 57,480 57,480 55,809 55,809 
Option Premium Liability 64,309 64,309 85,416 85,416 
Asset Retirement Obligations 20,773 20,773 9,094 9,094 
Deferred Income Taxes iil 73,113 48,262 56,445 26,085 
1,002,485 978,146 O7/ NLS 846,758 
Shareholders’ Equity 
Share Capital vi 554,233 D7 95538 548,747 568,052 
Contributed Surplus 12,890 12,890 3,474 3,474 
Retained Earnings 224,551 190,363 161,181 127,930 
Accumulated Other 
Comprehensive Income ix - (364) = = 
1,794,159 1,754,573 1,590,520 1,546,214 
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i) Property, Plant and Equipment 

2006 Notes Cost Accum. DD@A* Net 
As Reported — Canadian GAAP 1,776,632 (169,666) 1,606,966 
Borrowing Costs and the End of Pre-operating Period iv 7,935 (2,618) Soil 
Pre-feasibility Vv (49,931) 5,604 (44,327) 
Property Plant and Equipment — US GAAP 1,734,636 (166,680) 1,567,956 
2005 

As Reported — Canadian GAAP 1,463,271 (110,666) 1,352,605 
Borrowing Costs and the End of Pre-operating Period iv WD (2,488) 5,447 
Pre-feasibility Vv (48,972) = (48,972) 
Property Plant and Equipment — US GAAP 1,422,234 (113,154) 1,309,080 


* Accumulated Depreciation, Depletion and Amortization 


ii) Stock-based Compensation 


The Corporation accounts for its stock-based compensation plans under CICA 3870, under which no compensation expense 


was recognized in the Consolidated Financial Statements for stock options granted between January 1, 2002 and December 31, 


2002. If compensation expense had been recorded in accordance with Statement of Financial Accounting Standard (“SFAS”) 


No. 123R, the Corporation's net earnings (loss) and net earnings (loss) per share would approximate the following pro forma 


amounts: 
Year Ended December 31 2006 2005 
Net Earnings As Reported - US GAAP 62,433 132,296 
Less: Compensation Expense 133 891 
Net Earnings Pro Forma — US GAAP 62,300 131,405 
Basic Earnings Per Share 
As Reported — US GAAP 0.39 0.83 
Pro Forma 0.39 0.82 
Diluted Earnings Per Share 
_ As Reported — US GAAP 0.38 0.81 
Pro Forma 0.38 0.81 
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111) Income Taxes 
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Under US GAAP, the net deferred income tax liability as at December 31 consists of: 
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Year Ended December 31 2006 2005 
Future Income Tax Assets 
Unrealized Loss on Risk Management LISTS - 
Net Losses Carried Forward 2,908 4,707 
Share Issue Costs 510 973 
Impairment of Long-lived Assets 686 796 
Pension Liability 148 - 
Tax Values in Excess of Book Capital Assets - 5,634 
Future Income Tax Liabilities 
Capital Assets in Excess of Tax Values (41,953) - 
Unrealized Foreign Exchange Gain (26,745) (30,961) 
Unrealized Gain on Risk Management - (4,374) 
Debt Issue Costs (Glo ay) (2,860) 
Net Future Income Liability - US GAAP (48,262) (26,085) 


The following table reconciles income taxes calculated at the Canadian statutory rate of 34.50 per cent (2004 — 37.62 per cent) 


with actual income taxes: 


Year Ended December 31 


Net Earnings Before Income Taxes — Canadian GAAP 


US GAAP Adjustments 


Net Earnings Before Income Taxes - US GAAP 


Expected Income Tax 


Effect of Tax Rate Changes and Timing of Use 


Non-taxable Portion of Foreign Exchange Gain 


Non-deductible Expenses 


Resource Allowance 


Provision to Actual 


Stock-based Compensation 


Large Corporations Tax (Recovery) 
Income Tax Expense — US GAAP 


iv) The End of Pre-operating Period and Borrowing Costs 


2006 2005 
79,91 223,405 
4,720 (24,278) 
84,651 199,127 
29,205 74,912 
(9,849) 1,741 
(54) (3,530) 
326 - 
(236) (10,792) 
(510) 642 
3,443 858 
(107) 3,000 
22,218 66,831 


Under Canadian GAAP, the Corporation is deemed to have ended its pre-operating period upon commencement of commercial 


production, which occurred on June 1, 2003. Until that time, revenues, training and start-up costs, interest and foreign exchange 
gains associated with the AOSP during the pre-operating period were deferred and capitalized as part of the AOSP. Under 
US GAAP, the Corporation is deemed to have ended its pre-operating period upon mechanical completion of the AOSP, which 


occurred on December 1, 2002, such that these pre-operating items are expensed thereafter. Consistent with the December 1, 


2002 end of the pre-operating period, depreciation, depletion and amortization of the Corporation’s Property, Plant and 


Equipment and Deferred Charges should have also commenced at that time under US GAAP. 
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Under Canadian GAAP, during the pre-operating period, standby fees and foreign exchange gains or losses associated with 


borrowing facilities can be deferred. Under US GAAP, during the pre-operating period, these costs would be expensed as incurred. 
The following table summarizes the cumulative impact of these differences: 


Year Ended December 31 " 2006 2005 


Income Statement: 


Decrease Depreciation, Depletion and Amortization Expense 75 23 
Increase Deferred Income Tax Expense (21) (8) 
54 15 


Balance Sheet: 


Assets: 
Increase Property, Plant and Equipment — Cost T2935 7935 
Increase Property, Plant and Equipment — Accumulated Depreciation (2,618) (2,488) 
Increase Deferred Charges — Accumulated Depreciation (576) (781) 


Total Liabilities and Shareholders’ Equity: 
Decrease Deferred Income Tax Liability (18,764) (18,785) 
Increase Retained Earnings 23,505 23,451 


4,741 4,666 


v) Pre-feasibility 

Under Canadian GAAP. costs associated with projects that have yet to be determined to be technically feasible can be capitalized 
as part of PP&E if certain criteria are met. Under US GAAP. costs associated with projects that have not yet been determined 
to be technically feasible must be expensed. During 2006, the Corporation had expenditures of $1 million (2005 — 
$34.5 million) relating to projects that have not yet been determined to be technically feasible. The effect of this difference 
is to increase Research and Business Development expense $1 million (2005 — $34.5 million) and increase Deferred Income 
Tax expense by $0.3 million (2005 — $11.6 million). The cumulative effect of this difference is to reduce PP&E Cost by 
$49.9 million (2005 — $48.9 million), reduce the Deferred Future Income Tax Liability by $16.8 million (2005 — $16.5 million) 
and reduce Retained Earnings by $33.1 million (2005 — $32.4 million). 


During 2006 the Corporation for Canadian reporting purposes determined that certain costs previously capitalized were impaired 
and accordingly included in Depreciation, Depletion and Amortization are impairment of $5.6 million. These costs had been 
previously expensed for US reporting purposes as they relate to projects that had not been determined to be technically feasible. 
The effect of this difference is to reduce Depreciation, Depletion and Amortization expense by $5.6 million and increase Deferred 
Income Tax expense by $1.6 million. The cumulative effect of this difference is to reduce PP&E Accumulated Depreciation 


_ by $5.6 million, increase Deferred Income Tax Liability by $1.6 million and increase Retained Earnings by $4 million. 
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vi) Flow-through Shares 

Under Canadian GAAP flow-through shares are recorded at their face value within share capital. When the expenditures are 
renounced and the tax deductions transferred to the shareholders, future income tax liabilities will increase and the share capital 
will be reduced. Under US GAAP, when the shares are issued the proceeds are allocated between the offering of the shares 
and the sale of tax benefits. The allocation is made based on the difference between the quoted price of the existing shares 
and the amount the investor pays for the flow-through shares (given no other differences between the securities). A liability 
is recognized for this difference. The liability is reversed when tax benefits are renounced and a deferred tax liability is recognized 
at that time. Income tax expense is the difference between the amount of the deferred tax liability and the liability recognized 
on issuance. At December 31, 2002, the Corporation had recognized all renouncements of the tax deductions to the investors. 
The effect of this difference is to increase share capital by $19.3 million and increase deferred income tax expense by 
$19.3 million. 


vit) Crude Oil Swaps 

Under Canadian GAAP, the crude oil swaps qualify for hedge accounting and the payments or receipts on these contracts are 
recognized in earnings concurrently with the hedged transaction and changes in the fair values of the contracts are not reflected 
in the Consolidated Financial Statements. US GAAP requires that all derivative financial instruments be recorded on the balance 
sheet as either assets or liabilities at their fair values and that changes in the derivative’s fair value be recorded in other 
comprehensive income, with any ineffective portion of the hedge recorded in earnings for the period. Under US GAAP the 
derivative financial instruments described in note 18(a)(i) as hedges would be recognized as a liability. The effect of this difference 
in 2005 was to increase Revenue by $10.2 million, to increase Deferred Income Tax expense by $3.8 million and to decrease 
the Opening Deficit by $6.4 million as previously determined under US GAAP. 


vit) Defined Benefit Pension 

FASB issued Statement of Financial Accounting No 158 Employer’s Accounting for Defined Benefit Pension and Other 
Postretirement Plans in September 2006. Statement 158 requires public companies to fully recognize, on a prospective basis, 
an asset or liability for the over-funded or under-funded status of their benefit plans in their consolidated financial statements. 
The pension asset or liability equals the difference between the fair value of the plan’s assets and its benefit obligation. The 
Corporation as a result of the 20 per cent ownership in the AOSP, has a defined benefit pension plan for employees of the 
AOSP as described in note 17(b). As at December 31, 2006 the Corporation's share of the under-funded pension liability was 
$0.5 million. The effect of this difference is to increase Current Liabilities by $0.5 million, decrease the Deferred Income Tax 


Liability by $0.1 million and decrease Other Comprehensive Income by $0.4 million. 


ix) Other Comprehensive Income 

Comprehensive income is measured in accordance with SFAS 130 “Reporting Comprehensive Income”. This Standard defines 
comprehensive income as all changes in equity other than those resulting from investments by owners and distributions to 
owners. At December 31, 2006, the Corporation has a balance of $0.4 million as Other Comprehensive Income representing 
the after tax balance of the Corporation’s 20 per cent share of under funded pension liability which has been recognized by 
the Corporation adopting FAS 158. The Corporation had other comprehensive income arising due to unrealized losses on 


derivative financial instruments designated as hedge transactions for year ended 2005 (2005 — $31.8 million gain net of tax). 
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Note 22. Recently Issued Accounting Pronouncements 


Canadian 


Financial Instruments 

The CICA issued Section 3855, “Financial Instruments — Recognition and Measurement”, which prescribes when a financial 
instrument is to be recognized on the balance sheet and at what amount — sometimes using fair value, other times using cost- 
based measures. This Section also specifies how financial instrument gains and losses are to be presented. A financial instrument 
is any contract that gives rise to a financial asset of one party and a financial liability or equity instrument of another party. 
These may include loans and notes receivable and payable, investments in debt and equity securities and derivative contracts 
such as forwards, swaps and options. Other significant accounting implications arising on adoption of Section 3855 include 
the initial recognition of certain financial guarantees at fair value on the balance sheet and the requirement to expense or use 
of the effective interest rate method of amortization for any transaction costs or fees, premiums or discounts earned or incurred 
for financial instruments measured at amortized cost. This Section applies to interim and annual financial statements relating 
to fiscal years beginning on or after October 31, 2006. The Corporation will adopt this Section on January 1, 2007. The 
Corporation does not expect there to be any material impact to the Consolidated Financial Statements upon adoption of the 
standard on January 1, 2007. 


Hedges 

The CICA issued Section 3865, “Hedges”, which replaces the guidance formerly in Section 1650, “Foreign Currency Translation” 
and Accounting Guideline 13, “Hedging Relationships” by specifying how hedge accounting is applied and what disclosures 
are necessary when it is applied. This Section applies to interim and annual financial statements relating to fiscal years beginning 
on or after October 31, 2006. Retroactive application is not permitted. Earlier adoption is permitted only as at the beginning 
of a fiscal year ending on or after December 31, 2004. The Corporation plans to adopt this Section on January 1, 2007. The 
Corporation does not expect there to be any material impact on the Consolidated Financial Statements upon adoption of the 
standard on January 1, 2007. 


Financial Instruments — Disclosures and Presentations 
The CICA issued Section 3862, “Financial Instruments — Disclosures”, which modifies the disclosure requirements of Section 
3861, “Financial Instruments — Disclosures and Presentation” and Section 3863, “Financial Instruments — Presentations”, which 
carries forward unchanged the presentation requirements for financial instruments of Section 3861. Section 3862 requires 
entities to provide disclosures in their financial statements that enable users to evaluate the significance of financial instruments 
on the entity’s financial position and its performance, and the nature and extent of risks arising from financial instruments 
to which the entity is exposed during the period and at the balance sheet date, and how the entity manages those risks. Section 
3863 establishes standards for presentation of financial instruments and non-financial derivatives. It deals with the classification 
of financial instruments, from the perspective of the issuer, between liabilities and equities, the classification of related interest, 
_ dividends, losses and gains, and circumstances in which financial assets and financial liabilities are offset. These Sections apply 
to interim and annual financial statements relating to fiscal years beginning on or after October 1, 2007. Early adoption is 
) permitted at the same time an entity adopts other standards relating to the accounting for financial instruments. The Corporation 
plans to adopt this Section on January 1, 2007. The Corporation does not expect there to be any material impact on the 


Consolidated Financial Statements upon adoption of the standard on January 1, 2007. 
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Comprehensive Income 

The CICA issued Section 1530, “Comprehensive Income”, which established new standards for reporting the display of 
comprehensive income. Comprehensive income is the change in equity (net assets) of an enterprise during a reporting period 
from transactions and other events and circumstances from non-owner sources. It includes all changes in equity during the 
period except those resulting from investments by owners and distributions to owners. This Section applies to interim and 
annual financial statements relating to fiscal years beginning on or after October 31,2006. Earlier adoption is permitted only 
as at the beginning of a fiscal year ending on or after December 31, 2004. The Corporation plans to adopt this Section on 
January 1, 2007. Financial statements for prior periods are required to be restated for certain comprehensive income items, 
which at this time are not applicable to the Corporation. The Corporation does not expect there to be any material impact 
on the Consolidated Financial Statements upon adoption of the standard on January 1, 2007. 

Equity 

The CICA issued Section 3251, “Equity”, which replaces Section 3250, “Surplus”. It establishes standards for the presentation 
of equity and changes in equity during a reporting period. This Section applies to interim and annual financial statements 
relating to fiscal years beginning on or after October 31, 2006. Earlier adoption is permitted only as at the beginning of a 
fiscal year ending on or after December 31, 2004. The Corporation plans to adopt this Section on January 1, 2007. Financial 
statements of prior periods are required to be restated for specific items which are not applicable to the Corporation at this 
time. The Corporation does not expect there to be any material impact on the Consolidated Financial Statements upon adoption 
of the standard on January 1, 2007. 


Accounting Changes 

The CICA issued Section 1506, “Accounting Changes”, which replaces former Section 1506. The Section establishes criteria 
for changing accounting policies, together with the accounting treatment and disclosure of changes in accounting policies 
and estimates, and correction of errors. This Section applies to interim and annual financial statements relating to fiscal years 
beginning on or after January 1, 2007. The Corporation plans to adopt this Section on January 1, 2007. The Corporation 
does not expect there to be any material impact on the Consolidated Financial Statements upon adoption of the standard on 
January 1, 2007. 


Determining the Variability to be Considered in Applying AcG-15 

The Emerging Issues Committee issued Abstract 163, “Determining the Variability to be Considered in Applying AcG-15”, 
which addresses how an enterprise should determine the variability to be considered in applying AcG-15, “Consolidation of 
Variable Interest Entities”. This Abstract applies to all entities (including newly created entities) with which that enterprise 
first becomes involved, and to all entities previously required to be analyzed under AcG-15 when a reconsideration event has 
occurred pursuant to paragraph 11 of AcG-15, beginning the first day of the interim or annual reporting period beginning 
on or after January 1, 2007. Retrospective application to the date of the initial application of AcG-15, is permitted but not 
required. The Corporation plans to adopt this Section on January 1, 2007. The Corporation does not expect there to be any 


material impact on the Consolidated Financial Statements upon adoption of the standard on January 1, 2007. 


Capital Disclosures 

The CICA issued Section 1535, “Capital Disclosures”, which establishes new standards for disclosing information about an 
entity's capital and how it is managed. It requires the disclosure of information about an entity's objectives, policies and processes 
for managing capital. This Section applies to interim and annual financial statements relating to fiscal years beginning on or 
after October 1, 2007. The Corporation plans to adopt this Section on January 1, 2008 for the Consolidated Financial 


Statements. 
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United States 


Accounting for Uncertainty in Income Taxes 

In June 2006, the FASB issued FIN 48, “Accounting for Uncertainty in Income Taxes — an interpretation of FASB Statement 
No. 109.” This interpretation requires that an entity recognize in the financial statements, the impact of a tax position, if that 
position is more likely than not to be sustained on examination by the taxing authorities, based on technical merits of the 
position. Tax benefits resulting from such a position should be measured as the amount that is more likely than not on a 
cumulative basis to be sustained on examination. FIN 48 also provides guidance on de-recognition, classification, interest and 
penalties on income taxes and accounting in interim periods. The provisions of FIN 48 are effective for fiscal years beginning 
after December 15, 2006, with the cumulative effect of the change in accounting principle recorded as an adjustment to the 
January 1, 2007 opening retained earnings. The Corporation does not expect there to be any material impact on the Consolidated 


Financial Statements upon adoption of the standard. 


Fair Value Measurement 

FASB issued statement of Financial Accounting No. 157 Fair Value Measurement, this statement is effective for financial 
statements issued for fiscal years beginning after November 15, 2007 and interim periods within those fiscal years. Early adoption 
is permitted. The standard provides enhanced guidance for using fair value to measure assets and liabilities, the information 
used to measure fair value, and the effect of fair value measurement on earnings. The standard applies whenever other standards 
require (or permit) assets or liabilities to be measured at fair value. It does not expand the use of fair value in any new 
circumstances. The Corporation does not expect there to be any material impact on the Consolidated Financial Statements 


upon adoption of the standard. 


Accounting for Certain Hybrid Financial Instruments 

On February 16, 2006, FASB issued FASB Statement No. 155, Accounting for Certain Hybrid Instruments — an amendment 
of FASB Statement No. 133 and 140 (FAS 155), which allows an entity to elect to measure certain hybrid financial instruments 
at fair value in their entirety, with changes in fair value recognized in earnings. The fair value election will eliminate the need 
to separately recognize certain derivatives embedded in hybrid financial instruments under FASB Statement No. 133, Accounting 
for Derivative Instruments & Hedging Activities. This statement is effective for financial statements issued for fiscal years 
beginning after September 15, 2006. The Corporation does not expect there to be any material impact on the Consolidated 


Financial Statements upon adoption. 


Accounting for Purchases and Sales of Inventory with the Same Counterparty 

On September 15, 2005 the Emerging Issues Task Force (EITF) issued EITF No. 04-13 Accounting for Purchases and Sales 
of Inventory with the Same Counterparty. EITF issued EITF No. 04-13 requiring that the treatment of purchases and sales 
of inventory with the same counterparty be combined as one transaction for applying Opinion 29. This is effective for financial 
statements issued for fiscal years and interim periods beginning after March 15, 2006. The Corporation does not expect there 


to be any material impact on the Consolidated Financial Statements upon adoption. 


‘ Accounting for Taxes Collected and Remitted to Government Authorities 

“On June 28, 2006 the EITF issued No. 06-03 How Taxes Collected from Customers and Remitted to Governmental Authorities 
Should be Presented in the Income Statement. EITF issued EITF no 06-03 requiring that companies disclose in their policies 
whether taxes that are collected from customers and remitted to governmental authorities are included in the income statement 
on a net or gross basis, and require companies that present on a gross basis to disclose the amount of taxes included. This is 


effective for financial statements issued for fiscal years beginning after December 15, 2006. 
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CORPORATE RESPONSIBILITY 


’ 


Western is committed to maintaining the highest standards 
of ethical behaviour, integrity and corporate governance in all 
business activities. Western earns its reputation for honesty and 
integrity by maintaining these high standards in working with 
all stakeholders including governments, local communities, 
shareholders, customers, suppliers, partners, competitors and 
co-workers. Western has adopted a written Code of Ethics and 
Business Conduct for directors, officers and employees of the 
Company and its subsidiaries. 


The Code of Conduct (the “Code”) demonstrates Western’s 
commitment to conducting business ethically, legally and in 
a fiscally, environmentally and socially responsible manner. It 
sets forth best practices to which each employee, director and 
officer is expected to adhere and acknowledge; this 
acknowledgement is an annual requirement. Compliance with 


the Code is monitored by the Board of Directors. 


The Code provides that directors, officers and employees 
must, among other things: (a) at all times comply fully with 
applicable law and respect their intent; (b) always act in the 
best interest of the Corporation; (c) avoid situations that may 
result in a conflict or perceived conflict between the interests 
of the Corporation; (d) provide full disclosure of any actual 
or potential conflicts of interest in accordance with applicable 
legislation; (e) maintain the confidentiality of all non-public 
information relating to Western; (f) protect the property of 
Western and use such property only for authorized business 
purposes; and (g) conduct our operations with the aim of 
preventing and minimizing adverse effects on the environment 
and safeguard life and health. Western’s Code of Conduct is 


available on our web site in the Governance section. 


The Board has also adopted a policy relating to the reporting 
of inappropriate activity to encourage and promote a culture 


of ethical business conduct. 


In striving to maintain a strong corporate responsibility record, 
Western is constantly setting new targets for improvement. We 
are committed to playing a leading role in promoting best 
practices in our industry and to manage health, safety and 
environment in a manner equal to any other critical business 
activity. As one of the Joint Venture Owners of the AOSP, 
Western is dedicated to a proactive approach to minimize 


environmental impacts. The Project is committed to both onsite 
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and regional monitoring programs to track the cumulative 
effects of regional development on the environment and 


specific ecosystems. 


As the newest oil sands project in more than 25 years, the 
AOSP has some significant technological advantages that make 
our operations among the best. The AOSP is the first oil sands 
project to receive ISO 40001 accreditation, an international 
standard for environmental management that demonstrates the 


Project's commitment to continuous improvement. 


The AOSP continues to build on the extensive environmental 
assessment work completed during the original project by 


~ identifying ways to improve energy efficiency and environ- 


mental performance. The Project has implemented a voluntary 
greenhouse gas (“GHG”) management plan and is investigating 
technologies to further reduce CO emissions from its 
operations. Several CO) capture and sequestration studies have 
been undertaken to evaluate cost-effective solutions to 
manage emissions. Proven management systems are being 
implemented to help the Project meet established environ- 
mental benchmarks as the AOSP continues to expand. 


The AOSP has a commitment to reduce emissions for the base 
project by 50 per cent of the original permit and, through 
energy efficient projects and offsets, the Project is making good 
progress toward this goal. 


The Project has, and will continue to adhere to, the highest 
standards of safety and sustainable development with respect 
to its base operations and the growth plans associated with the 
AOSP. February 1,°2007 marked a very important milestone 
with the Expansion 1 team achieving one million work hours 
without a lost time injury. This exemplifies the AOSP’s strong 
commitment to onsite safety orientation and safety plan 
execution since the beginning of construction. The upstream 
expansion operations team is committed to the safe 
commissioning and start-up of Expansion 1. All aspects of 
the operation, from equipment coming on line to developing 
the appropriate operational procedures, will be conducted with 
adherence to the highest standards of safety. As Expansion 1 
continues to gain momentum, the expansion team will consult 
with local communities as part of the comprehensive 


environmental assessments and management plans 
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Highlights 


|| The Muskeg River Mine reported four million hours 
without a lost-time incident (“LT1”) in early January 2007, 
while the Scotford Upgrader achieved over four million 
hours without an LTT in late 2006. 


| The Muskeg River Mine set a new production record of 
218,491 barrels in a 24 hour period and continues to 
implement improving standards of-safety, reliability and 
production. 


\| The AOSP introduced a number of new safety programs 
during the year. Both sites have implemented behaviour 
based safety programs incorporating hundreds of thousand 
of work site observations by trained workers. The programs 
allow observers to engage employees in an open manner to 


discuss safe behaviours on the work site. 


(| As the AOSP progresses with Expansion 1, Albian is 
committed to ensuring reclamation of the land. This 
commitment involves ongoing dialogue and interaction with 
the elders from aboriginal communities in the region, 
combined with conventional science. The Fort McKay- 
Albian Sands Energy TEK Project examines the ecological 
and social process of land reclamation while promoting a 
strong working relationship between our Fort McKay 
neighbours and Albian. Ensuring original plant species are 
re-planted in disturbed areas is key to re-establishing and 
maintaining the vitality of the ecosystem. 


|| A new catalyst was introduced to the RHC (residue hydro- 
conversion) at the Scotford Upgrader, with the aim of an 
improved production of higher value light oil. The RHC 
unit uses a special type of technology called LC-Fining, 
which converts heavy oil into lighter oil by adding 
hydrogen with the presence of a catalyst which not only aids 


the conversion process, but eliminates harmful contaminates. 


The AOSP supported Keyano College’s new Sport & Well- 
ness Centre and it is on schedule and on budget to meet its 
summer 2007 completion date. As one of the key sponsors 
of the centre, Albian has contributed $250,000 to build 
one of the field houses, which will be known as Albian 
Field. The Albian Field will be one of the focal areas of the 
Centre, and will be home to the Fort McMurray Youth 


Soccer Association. 


| The AOSP supported a new regional program called Leader- 
ship Wood Buffalo, a community-focused program designed 
to foster leadership in the Wood Buffalo region. Albian team 
members were selected for community leadership training 


in this program. 
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SENIOR MANAGEMENT 


JOHN FRANGOS 
President, 
Western Oil Development Inc. 


Mr. Frangos is a co-founder of Western and President of Western 
Oil Development Inc., a wholly-owned subsidiary of Western. 
Since 2006, he has played a key role in negotiations with the 
Kurdistan Regional Government. From 2002 thru 2005, 
Mr. Frangos was Western’s Executive Vice President and Chief 
Operating Officer. Prior to forming Western, Mr. Frangos was 
employed with BHP and predecessor corporations for 28 years 
and was Vice President, International Business Development for 
~ BHP’s Minerals Business Unit. He holds a Diploma in Mechanical 
and Electrical Engineering, an Associate Diploma in Mechanical 
Engineering and a Masters of Business Administration degree. 
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M. SIMON HATFIELD 


Vice President and Managing Director, 
Oil & Gas 


Mr. Hatfield joined Western in 2003 as Managing Director, 
Oil & Gas Group and was later appointed as Vice President. 
Mr. Hatfield has over 28 years experience in the petroleum 
industry including technical, managerial and executive positions 
with integrated and senior oil and gas producers including Esso, 


’ ExxonMobil, Petro-Canada, Talisman and Chauvco Resources. 


Educated in the United Kingdom, he holds a Bachelor of Science 
(Honours) degree in Geology and Physics, a Masters of Science 
degree in Geology and completed the Executive Development 
Program at the University of Calgary. 


JACK D. JENKINS 
Vice President, 
Corporate Planning & Human Resources 


Mr. Jenkins was appointed Western's Vice President, Corporate 
Planning & Human Resources in January 2003. Prior to assuming 
this position, Mr. Jenkins acted as an independent consultant 
to Western. With over 35 years of energy/minerals industry 
experience, Mr. Jenkins spent the bulk of his career with Broken 
Hill Proprietary (BHP) where he held positions in planning, 
business development and marketing. Mr. Jenkins holds a 
Bachelor of Science degree in Atmospheric Science from the 
University of California and a Master of Business Administration 
degree from Santa Clara University, California. 


GERRY LUFT 
Vice President, 
Downstream 


Mr. Luft joined Western’s senior management team in 2002, 
holding responsibility for Western’s marketing efforts. In 2005, 
he was appointed Vice President, Downstream where his 
responsibilities increased to lead Western's efforts to maximize the 
value of its synthetic crude oil products. Mr. Luft’s 25 years of 
experience covers all areas of crude oil, natural gas, natural gas 
liquids and sulphur marketing as well as pipeline management and 
development, refinery supply optimization and_ business 
development. Mr. Luft holds a Bachelor of Commerce degree 
from the University of Calgary and a Master of Business 
Administration degree from the University of Western Ontario. 
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RAY MORLEY 
Vice President, 
Business Development 


Mr. Morley has been with Western since its inception in October 
1999. He was previously with Broken Hill Proprietary (BHP) 
where he generated the AOSP Project opportunity, managed the 
Western U.S. (including Alaska) exploration program, and the 
BHP Minerals strategic planning effort. Mr. Morley holds a 
Bachelor of Science degree in Geology from the University of 
Notre Dame, a Masters of Business Administration degree from 
Anderson School University of New Mexico, and a Masters degree 
in Geology from New Mexico Tech. He is a member of the Society 
of Economic Geologists and a Chartered Engineer in The 
Institution of Mining and Metallurgy. 


GRAIG RITCHIE 
Vice President, 
Oil Sands 


Mr. Ritchie joined Western as Vice President, Oil Sands in August 
2006 and brings over 21 years of oil and gas senior leadership and 
technical expertise. He has extensive heavy oil experience with 
companies including EnCana Corporation and Imperial Oil 
Limited and projects such as Imperial and Syncrude’s Cold Lake 
Project. Prior to joining Western, Mr. Ritchie held the position 
of Vice President, Market Development at EnCana where he was 
responsible for developing and executing its oil sands integration 
strategy. Mr. Ritchie holds a Bachelor of Science degree (honours) 
in Chemical Engineering from the University of Waterloo. 
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JAMES C. HOUCK : : \ 
President and 
Chief Executive Officer 


Mr. Houck joined Western as President and Chief Executive 
Officer in April 2005, bringing over 35 years of experience in the 
energy industry. Prior to joining Western, Mr. Houck was a 
Principal of FrontStreet Partners, a U.S.-based, privately-held 
investment firm. He spent the majority of his career with 
ChevronTexaco Inc. where he held various senior level positions. 
As part of his tenure with ChevronTexaco, Mr. Houck was the 
President of Texaco Development Corporation from 1996 to 2001 
and President of Worldwide Power and Gasification, Inc. from 
1998 to 2003. He holds a Bachelor's degree in Engineering Science 
from Trinity University in San Antonio, Texas and a Master of 
Business Administration degree from the University of Houston. 


DAVID A. DYCK 
Senior Vice President, Finance and 
Chief Financial Officer 


Mr. Dyck has been an officer of Western since April 2000. 
Throughout his 22 years in the oil and gas industry, Mr. Dyck 
has been responsible for all areas of accounting, finance, tax, 
budgeting, planning and investor relations. Prior to joining 
Western, Mr. Dyck held various senior financial positions with 
Summit Resources Limited, including Senior Vice President, 
Finance & Administration and Chief Financial Officer. Mr. Dyck 
holds a Bachelor of Commerce degree from the University of 
Saskatchewan, is a Chartered Accountant and a member of the 
Alberta and Canadian Institutes of Chartered Accountants and 
‘the Financial Executives Institute. 


STEVE D. L. REYNISH 
Executive Vice President and 
Chief Operating Officer 


Mr. Reynish was appointed Executive Vice President and Chief 
Operating Officer in 2006. Prior to this appointment, he was 
Chief Operating Officer of Albian Sands Energy during the 
start-up and successful ramp-up to full production of the AOSP’s 
Muskeg River Mine. He has also held senior positions with Anglo 
American plc. Mr. Reynish is an international mining engineer 
with a proven track record in developing and managing large scale 
operations. He holds a Masters degree in Mining Engineering, a 
Masters of Business Administration degree and has completed post 
graduate studies at IMD and the Wharton School. 


x 


JOANNE L. ALEXANDER 
Vice President and 
General Counsel 


Ms. Alexander joined Western as Vice President and General 
Counsel in January 2007. She was Vice President, Legal and 
Corporate Secretary at Burlington Canada Resources Ltd., also 
accountable for Land Administration and Regulatory Affairs. 
Prior to Burlington, she held roles as Senior Business Analyst, 
Senior Solicitor and Corporate Secretary for Gulf Canada and 
Gulf Indonesia. Ms. Alexander holds Bachelor of Laws and 
Bachelor of Commerce degrees, both from the University of 
Saskatchewan. She is also a member of the Bar in Alberta and 
Colorado and a Director of the Canadian Petroleum Law 
Foundation. 
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Western's Board of Directors possesses significant, broad-based 
technical and international experience and, as an entrepreneurial, 
growth-oriented company, Western is able to leverage and 
capitalize on this experience. 

Western's Board is committed to adhering to a high standard 
of corporate governance practices. The Board believes this 
commitment is in the best interests of shareholders and it also 
promotes effective decision making at the Board level. The 
Board’s view is that its approach to corporate governance is 
appropriate and complies with the objectives and guidelines 
relating to corporate governance adopted by the Toronto Stock 
Exchange. In addition, the Board monitors and considers for 
implementation by Western the corporate governance 
standards which are proposed by various Canadian regulatory 
authorities or which are published by various non-regulatory 


organizations in Canada. 


Composition of the Board 


Western's Board currently consists of 10 directors who provide 
a wide diversity of business experience. Eight of the Board 
members are independent of management and are unrelated 
directors. Each of the unrelated directors is free from any 
business or other interest or relationship, other than interests 
and relationships that arise solely as a result of shareholding, 
which could reasonably be perceived to materially interfere 
with the director’s ability to act in the best interests of Western. 


Board Committees and Their Mandates 


‘The Board has five committees, all of whom are unrelated 
directors. The committees are: Audit Committee, Compensation 
Committee, Governance and Nominating Committee, Health, 
Safety and Environment Committee, and Reserves and 
Business Risk Committee. 


Audit Committee 


_ CHAIR: Robert G. Puchniak 
MEMBERS: Oyvind Hushovd, Fred Dyment, Randall Oliphant 


The Audit Committee approves Western's interim unaudited 
consolidated financial statements and press releases and reviews 
the annual audited consolidated financial statements and 
certain corporate disclosure documents including the annual 
information form, management’ discussion and analysis, and 
offering documents, including all prospectuses and other 
offering memoranda, before they are approved by the Board. 
The Committee reviews and makes a recommendation to the 
Board in respect of the appointment of the external auditor 
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CORPORATE GOVERNANCE 


and it monitors accounting, financial reporting, control and 
audit functions. The Audit Committee meets to discuss and 
review the audit plans of external auditors. The Committee 
questions the external auditor independently of management 
and reviews a written statement of its independence based on 
the criteria found in the recommendations of the Canadian 
Institute of Chartered Accountants. The Committee must be 
satisfied that adequate procedures are in place for the review 
of the Corporation’ public disclosure of financial information 
extracted or derived from its financial statements and it 
periodically assesses the adequacy of those procedures. The 
Audit Committee must approve or pre-approve, as applicable, 
any non-audit services to be provided to the Corporation by 
the external auditor. In addition, it reviews the internal control 
procedures to determine their effectiveness and to ensure 
compliance with Western's policies and avoidance of conflicts 
of interest. The Committee has established procedures for 
dealing with complaints or confidential submissions that come 
to its attention with respect to accounting, internal accounting 


controls or auditing matters. 


Compensation Committee 


CHAIR: John W. Lill 
MEMBERS: Oyvind Hushovd, Fred Dyment 


The Compensation Committee reviews succession plans for 
key management positions within Western, human resource 
policies and plans and the performance and development of 
the Chief Executive Officer and other senior officers of 
Western. The Committee makes recommendations to the 
Board with respect to the salary and other remuneration to 
be awarded to senior executive officers of Western. It also 
makes recommendations to the Board in respect of all other 
compensation matters including long-, medium- and short- 
term incentives such as bonus, stock option and performance 
share unit plans and other benefits and is responsible for 
developing these programs. The Committee is responsible for 
ensuring that the Corporation’s compensation is linked to 


meaningful and measurable performance targets. 


Governance and Nominating Committee 


CHAIR: Mac H. Van Wielingen 
MEMBERS: Geoffrey A. Cumming, Oyvind Hushovd 


The mandate of the Corporate Governance Committee is to 
assess the effectiveness of the Board as a whole, the various 
other committees, as well as individual directors. It also assesses 


Western’s approach to corporate governance and monitors 


PAGE 106 


BOARD OF DIRECTORS 


WESTERN OIL SANDS CORPORATE GOVERNANCE/DIRECTORS 


ANNUAL REPORT 06 


= 
GEOFFREY A. CUMMING 


JAMES C. HOUCK 


RANDALL OLIPHANT 


the relationship between management and the Board. This 
Committee is responsible for recommending candidates to the 
Board for nomination as directors and for the composition of 
various Board committees and for recommendations regarding 


Chairmanship of the Board. 


This Committee, together with the Compensation Committee, 
also reviews and recommends compensation for Board and 
committee service. The Corporate Governance Committee is 
also mandated to undertake those initiatives as are necessary 
to maintain a high standard of corporate governance practices 
and, in this respect, monitors and considers for implementation 
the corporate governance standards that are proposed by 
various Canadian regulatory authorities or that are published 


by various non-regulatory organizations in Canada. 


Health, Safety and Environment Committee 


CHAIR: David J. Boone 
MEMBER: John W. Lill 


The Environment, Health and Safety Committee's mandate 
is to monitor the health, safety and environmental practices 
and procedures of Western and its subsidiaries for compliance 
with applicable legislation, conformity with industry standards 


and prevention or mitigation of losses. It reviews, reports and, 


OYVIND HUSHOVD 


ROBERT G. PUCHNIAK 


@ 


JOHN W. LILL 


GUY TURCOTTE 


MAC H. VAN WIELINGEN 


when appropriate, makes recommendations to the Board on 
Western's policies and procedures related to health, safety and 


the environment. 


Reserves and Business Risk Committee 


CHAIR: Randall Oliphant 
MEMBERS: Davidl_J. Boone, Geoffrey A. Cumming 


The Reserves and Business Risk Committee's mandate is to 
(i) establish guidelines and procedures to assist management 
in identifying the principal risks of Western’s business and 
implement appropriate systems to manage, mitigate and assess 
those risks and (ii) assist the Board in fulfilling its oversight 
responsibilities generally and under National Instrument 
51-101 — Standards of Disclosure for Oil and Gas Activities. 
In fulfilling its mandate, the Reserves and Business Risk 
Committee meets with the independent qualified reserves 
evaluator to review the evaluation report of the Company's 
bitumen reserves, the corporate summary of the reserves and 
future net revenues of the oil sands properties and other related 
matters. In addition, it reviews the selection and qualifications 
of the qualified independent evaluator, the scope of work and 
the consistency of practices, standards and definitions applied 


in connection with the evaluation. 
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